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PROCEEDI NGS
(9:10 a.m)

MR COLEMAN. Good norning. Welcone to the
Techni cal Conference in Docket PQ04-2, Conpensation for
Cenerating Units Subject to Local Market Power Mtigation
bi d- based markets. |'m M chael Col eman of FERC Staff. |'m
the noderator for today's conference.

The purpose of today's technical conference is to
engage industry experts and market participants in a
meani ngf ul di al ogue on the issue of appropriate conpensation
for generation subject to | ocal market power mtigation.

The issue was formally teed up in a PIJM docket
| ast year. The concern, however, is not limted to PIM
Al regions of the country have | ocal transm ssion-
constrai ned areas where generati on owners can exerci se | ocal
mar ket power due to concentration of ownership and
generating units in that area where the uni queness of a
specific generating unit can solve a local reliability
pr obl em

W will hear today about how these situations
ari se, what steps have been taken to date to mtigate prices
paid to such generators, what further needs to be done to
resol ve RWVR probl ens, who should be responsible for
i mpl emrenti ng sol utions, and who pays.

There are many different solutions that are
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appropriate for different regions or different fact
patterns. There may be options for the same area. The
solutions may vary frominproving the market design and
pricing, to incentives to attract and retain infrastructure
solutions to auctions to identify the nost effective and
efficient infrastructure and response.

That's a lot of ground to cover, so let nme lay
out a few logistics: Conferences are being held today and
tonorrow. Today will be a broad overview of principles, the
pricing armof units across the country.

Tomorrow wi || be a nore granul ar di scussi on of
the proposals in the PJM ELO3-236 docket. W have a ful
house and a packed agenda today, with an oversubscription of
speakers.

This basically reflects the interest in and the
i mportance of the RVR issue. To acconmobdate those who were
unable to present today, we are allowing parties to file
coments in the PLO4-2 docket. W ask that those conments
be filed by February 27th. We'll probably issue a notice
sonetine later on this week. That will formally indicate a
February 27th comment date.

The technical conference is being transcri bed,
and we will let you know when the transcript is avail able.

Today' s agenda and format: This norning we have

an opening presentation on capital formation for power
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infrastructure. Many of the long-termsolutions for RWR
issues we're likely to hear about today invol ved
infrastructure additions, and the ability to attract
investnment in such infrastructure will be key to those
sol uti ons.

After a couple of speaker comments to suppl ement
the presentations and perhaps a question or two, we wll
i mredi ately nove to our second panel for opening remarks.
To allow sufficient tinme for an interactive di scussion,
we' ve asked speakers to limt their remarks to five to seven
m nut es.

A clock is provided to assist you and nme in tine
managenent. Please help ne out on this one. W'I|l take a
15-m nute phone and restroom break at about 10:30. After
that break, we'll convene with QA until the lunch break
which is scheduled from12:15 to 1:30. The afternoon
session wll follow the same format as the norning. The
first afternoon session will begin at 1:30 and will focus
nore on Northeast narket experiences with |ocal nmarket power
mtigation.

W' || take a 15-m nute phone and restroom break
at the conclusion of the first panel in the afternoon, and
start up again at 3:30 for the second panel, which wll
address RMVR issues and experiences in other parts of the

country, including Texas, California, and the M dwest |SO
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regi on.

Wth that, 1'd like to turn the floor over to
Frank Napolitano of Lehman Brothers, for an opening
presentation. Frank is manager and co-head of Lehnman d obal
Power G oup, and has graciously accepted our invitation to
provide us with a short introductory presentation. Frank,
wel cone.

MR NAPCLI TANO Thank you, and good norning. |
have a slide presentation here of four or five pages. The
intent is to provide a franework for a discussion, and it
will be a bit of a review of the past, and it will bring out
sone observations that we at Lehman Brothers are seeing in
the markets today, particularly around financing
infrastructure.

It wll probably not delve as deep into the | oad-
pocket issue as many of the other, nore technical speakers
will go into, but we will be happy to field some Q%A on
t hose.

(Slide.)

MR NAPCLI TANO. Starting on page 1, you see four
stacked bar charts that describe four reginmes I'd like to
lay out here as the framework for the discussion. Regine A
all the way on the left, is neant to denonstrate the
conposition of a traditional utility, cost of service

capital structure.
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These nunbers can be debated, plus or m nus, but,
in general, roughly 50 percent of the capital structure
woul d be represented as debt. That debt woul d be consi dered
recourse and corporate in nature.

Around five percent of the capital structure,
plus or mnus, is generally preferred, and around 45 percent
of the capital structure is comon equity. This is viewed
by investors -- the perceived degree of relative risk of
this regine versus the rest on the page, this is kind of
viewed as the lowest-risk reginme, and that capital structure
denonstrates that risk

The next regine that | denonstrate here is what
is called the contracted regine. | call it the PURPA
Contracted Power Project Regine.

MR PERLMAN.  Frank, your slides are not show ng
up. Maybe you can describe very briefly, what you're
tal king about, as well as describe it. They're not show ng
up on the screen for the audi ence.

MR NAPCLI TANO W have handouts as well. In
Regine B, this shows what the strength of a contract, a
rateabl e contract that is viewed by the markets as a
creditworthy instrunment, what this does to the capital
structure, as you look at relative risk, and as you can see
fromthis stack bar chart, roughly 80 to 90 percent of the

capital structure of a project financed off the basis of a



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263
DAV/ | 0]
revenue contract that | just described, could be debt.

That debt in this case is non-recourse and
project finance. This is different fromrecourse and
corporate debt. This is highly specific debt, where the
payback on that debt, the return on and of the capital of
debt is wholly dependent upon the operations of the project
and the revenue that the contract generates.

The remai nder of the capital structure in these
circunstances was typically equity. As fol ks renenber,

t hese PURPA contracts are kind of old and cold at this
point, but the long-termnature of those contracts still
survives. Many of those contracts are still operative in
nature, and many of the projects that were financed using

t hese contracts, have seen a fair anount of appetite in the
MBA mar ket over the past two years as financially distressed
parties ook to raise capital in the nost efficient way
within their neans.

What they found was that the val ue of these
assets backed up by these contracts, in some cases were nore
val uable to themin a sale context than selling their own
corporate securities, either debt or equity, to the extent
they had liquidity in the markets to sell those corporate
securities.

The next regine that | describe here on this

chart, | call Regime C. This is kind of the highest regine
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ri sk on the page.

This is really meant to illustrate the EW5
Mer chant Power Projects, largely gas-fired generators,
green-field, and construction in nature, that were financed
during the boomtimes of the power market, |leading up to the
energy crisis.

Typically, these projects did not involve |ong-
termcontracts; they involved nerchant revenue streans that
the market, both debt and equity, need to beconme confortable
on with respect to what the conposition of those streans
woul d be.

A fair anount of expertise was brought to bear in
the financing of these projects through the use of
consulting reports and other types of neasures to educate
the investor base as to what a reasonabl e view of revenue
coul d and shoul d be.

However, the key point was that there were no
underlying contracts to provide a floor to those
estimations, so this was real risk. As you can see fromthe
capital structure of these projects, ironically, a fair
amount of non-recourse and project debt was available in the
market at that tinme to finance projects of this nature, and
the remai nder of the capital structure is equity. W Kkind
of list 60 to 80 percent debt against nerchant power plants

during those tinme periods.
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This showed that the market at that point in
time, the financing markets, were willing to buy into market
devel opnent through the nerchant stratification of the
mar ket s, opening of markets, nmany, many concepts that were
seeking to be enployed froma policy perspective.

The financing markets showed they were willing to
sort of buy into that structure, however, the crisis
involved a turn, and fol ks | earned what the nature of
mer chant versus contract really nmeant. The fol ks who
| earned the nost in that story were the debt providers.
W'l talk about that nore in a nonent.

Largely, ny remarks, as you will see, are from
t he debt perspective. Equity, in ny view, is a derivative
of the risk debt is going to take. This |eads us to Regine
D.

Here we are in a post-energy crisis environment.
This conferences is about new infrastructure investnent in
sel ected cases. Wiere will the capital narkets draw the
line with respect to a capital structure and/or any capital
flow ng into these circunstances?

I will refer to these various regines on the
following pages. |'mnow turning to page 2.d

This slide is entitled Assorted Fi nanci ng:
Lessons Learned. During Regine C, the risky part of the

market, this risk can be very long; it can be very pointed.
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W tried to capture sonme of the larger itens here.

As | nentioned, this concept of buying into,
there were several assunptions and paraneters that were
assunmed to be bal anced, but were tested under duress and
found to be flawed.

In general, sonme of the categories are as
follows: D sclosure. This is a very broad word. Wat can
it mean to sonething in particular, |ike nmerchant power
fi nanci ng?

Vell, it really relates to the second item which
are in our consulting reports on commodity price dynam cs.
If you were an investor and | ooked at the scope of sone of
t hese reports, you may have believed that that scope
enconpassed every risk that you shoul d be know edgeabl e
about and possibly provided mtigants and under st andi ngs of
t hose ri sks.

That, in all cases, wasn't necessarily the case,
so you could argue that the universe of investors did not
have a full and transparent view of the risks that they
faced as to market devel opnent risk and the onset of many of
t hese fi nanci ngs.

Many of the various markets, both regionally and
nationally, were at their incipient stages. They had not
been tested under duress. There had not been a |ong track

record of workability under those markets. And as we have
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learned in California and other places, market devel opnent

risk was a real investnent risk that many may not have

t hought was a real risk at the time of those investnents.

When you | ook at the conposition of the capital
structure for a typical nerchant power plant under Reginme C
and you saw all of that non-recourse project financed debt,
and then we've | earned now, post-crisis, what risk that debt
really took, you could assume that that debt assuned an
equity level of business risk wwthin the capital structure.
| think that's a valuable | esson |earned. That wll
certainly be on the mnds of debt investors as they go
forward and think about new investnents.

There was a concept, however, in the industry,
both the market participants, i.e., folks building
infrastructure, and those financing it, that there would be
sone nature of self-regulatory aspects to capital flow ng
into infrastructure investnents.

| had heard fromfol ks that the capital markets
will never let a bubble be built. dearly, that was not the
case. So, depending upon that self-regulatory nature of
capital, was not a very good assunpti on.

There was a further assunption that bankruptcy in
the utility sector was a far-off concept, one that could not
actually be realized. W have |earned that in not just

utilities, broadly, but power, nore broadly, bankruptcy is a
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real phenonenon; it can really happen; it really has, and it
coul d agai n.

And so there is no big brother that would step
into sonething like a public policy infrastructure situation
to sort of call a time-out and stop sone circunstances from
happeni ng. Those circunstances happen. Debt investors now
know that, as do equity investors, and fol ks are aware of
t hat situation.

The concept of non-recourse debt versus recourse
-- non-recourse, again, very specific to the infrastructure
being invested in. Wat fol ks have | earned, post-crisis, is
that non-recourse really nmeans that debt owners can now be
equity owners upon a bankruptcy type situation

Under these circunstances, debt investors who
i nvested non-recourse and possi bly thought there m ght be
sone future infusions of capital, although none were
required or mandated, but they thought that m ght be the
case, now know that folks are going to act in their economc
best interests when tested under duress.

Under these circunstances, these debt investors
are now, in the case of nerchant power plants, in
particul ar, asset owners. That's a new transition within
t he sector.

There's a new owner base within the power sector

Cearly, those investors are not neant to be long-term

14
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owners of infrastructure capital, at |least not in that
met hod.

Lastly, really, this is a financial mechanism
but liquidity facilities -- | mentioned before about
l[iquidity that mght flow voluntarily into a non-recourse
situation. In many cases, had sone of the owners of those
plants, the equity holders, wanted to do that, they found
out that they didn't have the noney thensel ves; they weren't
getting it fromfree cashflow from operations, and they
couldn't get it fromadditional lending facilities, from
institutions. So they had no choice in sone cases but to
wal k away fromtheir equity.

One of the lessons |learned, again, is that there
is really no good substitute for traditional liquidity
facilities in the event that additional cash is required to
be injected into systens.

Page 3, Inplications for Future Infrastructure
| nvestment: Really, Bar D, where will the market draw the
line with respect to new capital flowi ng into these
situations? There are sone real-world things we have dea
Wi t h.

The pai n anongst many of these financing players
is still fresh. 1It's not old. W may argue that the
markets may have stabilized for the tinme being, both froma

financial and a fundanental standpoint, but the painis

15
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still fresh and the historical, institutional investors --

whi ch are the bank markets and the long-termfixed incone
markets -- they have long nenories. They sort of renenber
what's happened here, and they renenber privatizations in
foreign countries where they experienced very simlar
characteristics with respect to their investnents so cl ose
to the onset of a new market and fol ks are wary.

There are new players and sone non-traditional
pl ayers. This is smart or hot noney, as it may be called on
the street. These are private equity players, hedge funds
and other forns of private capital.

These are fol ks who are opportunistic. They
have liquidity; they have a desire to play where there's an
opportunity with respect to a need for sonething as
fundanental as infrastructure, and a | ack of possible
willing capital or capital that is priced for the large-risk

premumto flow into those circunstances.

16
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What these fol ks have, to their advantage, is the
hi ndsi ght for those things that have recently gone wong,
and it's clear that they are going to be cogni zant of those
as they think about nmaking their next investnents. The
market, in general, is probing for workable nodels of the
past .

You hear "back to basics" in so many different
ways. You hear it in the investnment paradigmof capita
flowng into infrastructure. You hear it fromthe
managenent of conpanies that reside in the sector and are
pl ayers, the owners of the assets in the sector.

And you really hear it froma market standpoint
as to | want to understand how this market works. Is it
transparent enough that | can observe this market working in
the way you're saying that it's working, so that | can
nonitor the performance of ny investnent, either a physical
i nvestnment or a financial investnent?

And, lastly, there is noney available to the
sector. You may hear that from other speakers throughout
the course. That noney, as we tal ked about, has the
advant age of an educated past, a recently-educated past, and
it's able to evaluate risk and return right now.

Wiere does it feel nost confortable, and where
will its costs be released with respect to financing?

Clearly, where things are nost certain: There are many,

17



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263

DAV/ | 0]

many thoughts in the sector about what do we do now with
respect to disparate markets and jurisdictional inbalances?

The left side of the spectrumis to bring it all
back to where it was; the right side of the spectrumis,
force it into all open and capital can be priced accordingly
within that spectrum

The cl ear question, though, is time. The nore
certain things are nmade, sooner, the nore quickly capital
will flowin a rateable fashion, and the sooner, possibly,
sone of these fundanental technical issues, these asset
i ssues, can be resol ved.

To the extent that the markets, as they are
designed, will continue to have an inplied | evel of risk and
possi bly not clear and transparent risk, capital wll
eventually flow, but it nmay cost nore than it should for a
certainty that may be eventually be reached at sone future
point in tinme.

| tal k about optionality here, and this may be
too technical for this broad of an audience, but I'Il give a
go at it. Capital feels confortable with the prospects of
investing in an asset which displays characteristics of a
deep-in-the-noney intrinsic option.

Ooptionality has two characteristics to it:
Extrinsic, which is volatile, and, sone could say,

veritable; and, narket-based and intrinsic, which is

18
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certainty. The nost certain formof a revenue stream as
nmentioned before, is that which can raise the nost debt,
which is very cheap cost of capital in today's market,
that's a contract.

Sone assets resenble contracts in nature,
fundanental |y sonmething like a | owcost coal plant in a gas
margi nal region. That can look like a contract. It's going
to be evaluated; it's not as good as a contract, but it can
| ook i ke one, sonmething |like a cost-of-service rate base
that m ght have sone perfornmance-based up sides. That | ooks
like Reginme A sonething like a contract.

Lastly, jurisdictionally undisputed, bilateral
contracts where there is no argunent to the validity of the
contract. Well, that's a contract and that's certain. Wat
we are saying is that the near-termbal ance will favor the
fl ow of capital against where there is transparency and
certainty.

Slide 4, | guess, is a layman's way of trying to
tal k about the conplexity of what an investor may see in
sonething i ke a | oad pocket, especially a whol esal e | oad
pocket. There's a wi de degree of generation participants in
that nmarket, both the fuel type and the nature of their
assets and how it neets | oad-serving needs

There are also things that pop into the mx |ike

peaki ng generation, whether it's nmarket-based or just built

19
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by an i ncunbent, and that incunbent m ght have the advantage

of tax-exenpt debt. There are things |ike distributed
generation, conbi ned heat and power renewabl es, which are
sonmewhat soci al prograns, but valid, and in the market, that
needs to be understood.

On the transm ssion side, there's intragrid
situations and intergrid, meaning the connection of grids to
make regionality greater, the concept of super regions, and
all of these assets right now, froma financing nmarket
standpoi nt, are kind of in play.

Whet her there are existing assets suitable for
the MBA market, which would invol ve sonebody needing to
finance that MRA transaction, or whether they are new -
build, requiring new construction within the pocket, or
whet her they are going to be contributed possibly, the in
the case of transmission, to sonme greater whole, all of
t hose have financial inplications to the current asset
owners, to the new asset owners, and to how the capita
structure of the various participants in that pool are
constructed and how the capital will then behave.

So, it's fairly conplex. You have parties who
are clear entrepreneurs and profit-incented, and you have
parties who are not necessarily profit-incented, but
reliability-incented and subsidized with cheaper capital.

Al'l of that sort of stirred around in one soup
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where the question is then put before the house, to the
entrepreneurs or the conpani es which are entrepreneurs by
nature: How do you then conme and participate in the next
asset-based solution? That is just quite difficult to
navi gat e.

The | ast page really goes back to Regine B, which
we consider to be the tine-proven financing nethod for these
types of initiatives. |If you ook at bilateral PURPA
contracts, the way they were constructed, they generally
separated fixed and variabl e conponents, not unlike gas
pi pel i nes.

And the fixed conponent was nmeant to cover
certain itens, and the variabl e conponent was neant to cover
off certain itens. The financing nmarkets generally viewed
that as a rate base and financed it as such, but it favored
an arbitrage of debt over equity.

Wien you | ooked at the total conposition of debt
in the capital structure, you saw nunbers that were higher
than the utilities who were the obligors on the power
pur chase agreenents.

That worked; it still works; those contracts are
still valid; folks are buying assets to get to those
contracts and leveraging it again. The enploynent of a
simlar financing nmechanismat this sensitive point in tine

with respect to the infrastructure on power via grids or

21
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generation, we believe, would be extrenely well received by
infrastructure investors.

The contract would mtigate risks that are the
unknowns, therefore, the equity capital that will flow
agai nst a debt to round out the capital structure wll
i nherently have less risk, and, therefore, should
theoretically charge less of a return. That's a way of
bringing | owcost resources. Maybe it's not the preferred
way, but it certainly is a way of bringing |ow cost
resources and assets into the narketpl ace.

So, who mght be the determ nant of what is
needed and how it gets priced? | guess that's the subject
of the debate.

VW see one alternative as being sone objective
clearing originator, not necessarily the | oad-serving
entities. It could be whoever is in charge of the
reliability of that market. It kind of sits in sone taller
seat to what we all think exists, and they can see how al
t hese assets are flow ng together and the needs of end-use
custonmers are flowi ng together. And that entity that may be
responsible for that reliability could possibly be in charge
of gestating the next assets, whether they be transm ssion
or generation, and how that asset should be priced.

That's the conclusion of ny prepared renarKks.

MR COLEMAN. Thanks, Frank. W're going to nove
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to sone additional comment from Jonathan Baliff of CSFB

Jonat han, wel cone.

MR BALIFF: Thank you very much. 1'm Jonat han
Baliff, Director of the dobal Energy Goup at Cedit
Sui sse-First Boston. [I'mgoing to further sone of Frank's
comments concerning really what | consider the fundanenta
transformati on and change of the bank market in financing
generation assets and the overall energy sector and utility
sector going forward for the next, I'd say, at least five to
ten years.

Over the last three years, there has been a huge
upheaval in the bank markets. And when |I'mtal ki ng about
bank markets, |I'mtal king about the | oan market, not
i nvest ment banks, not the traditional way that corporates
and project finance vehicles or generation assets were
financed, which was primarily with floating-rate, short,
what | would consider three-year termloans to nmake these
pl ants happen, whether they were in a | oad pocket or not.

This was the way nost of the issuers financed
their projects, whether it be the unregul ated Cal pi ne,
Dynegy, et cetera, or if it was the regulated. They used
bank | oans.

Thi s has fundanental |y changed since the
bankruptcy of Enron. Over the |last three years, we have

seen a shrinking of a bank market which is normally a $900
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billion market, to a $600 billion market.

W' ve seen an increase of a new participant, a
new | oan provider called the institutional |oan market. W
also call it the B-Loan nmarket. That has grown from
approxi mately $250 billion to over $400 billion.

There is a fundanental reason this is happening.
| want to use an exanple of the housing market.

Real |y, when you went to go get a |loan for your
house, 10 to 15 years ago you went to a bank and they
provi ded you a | oan, and they held that | oan. But then
there came a new market called the collateralized | oan
mar ket or CDOs, CMOs.

This was able to take the risk inherent in a |ot
of different |oans, pull themtogether, and allow investors
toreally just diffuse the risks of these loans. On the
equity side of the housing market, what we saw was the
RIETs. The RIETs are equity-transforned pools of noney that
go in and buy either commercial or residential real estate.

Thi s provi des, again, a diffused market for
equity, so the equity providers, which normally are the
devel opers of housing markets, were able to diffuse their
risk. This is why |I think you saw that Wall Street Journa
article about two weeks ago about why in this econony, even
t hough we have a boom ng housi ng market, we have a reduction

in economc growth, that many of these devel opers in housing
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didn't go bankrupt. Wy? They diffused their risk. CSFB's
premse is that that's exactly what is happening in the

overal | bank market.

What we have happening is that the institutiona
| oan market are pools of investors, primarily hedge funds
but al so i nsurance conpani es, providing bonds to many of the
sane issuers that used to get bank | oans. Because the bank
mar ket has pull ed back, primarily because CSFB, Lehman, and
a bunch of us are owning assets right now, which | can tell
you i s something that we do not want to do -- because of
this, we have been able to find pools of investors who wll
go out and rmake floating-rate | oans on nmuch better terns
sonetines than what was available in the project finance
mar ket and even in the corporate market for sonme of our
i ssuers.

Wiy does an investor want to go to a hedge fund?
Again, these are unregul ated pools of capital. They
normal ly require much higher return rates than a norma
bank.

Wiy are we seeing these guys entering, and why
are issuers accepting this noney? Primarily because it is
very difficult right nowto get a bank |Ioan. They are over
360 nore days in duration. Wy? Because of the risk
capital that is inputed by the regulators on banks is

excessive; it's significant, okay?
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It makes it very costly and the only way that we
can actually nmake those loans is if we get subsidized with
i nvest ment banki ng busi ness or trust business or other
ancillary fee-based businesses. That's one way that we'l|l
do it, but other than that, really it comes down to the
institutional |oan market, which can provide five- to nine-
year, floating-rate capital

This is extrenely long capital, and it's
provided. It's one of the reasons why you see nmany of the
conpanies that are in severe distress, such as Reliant, et
cetera, get a second lease on life, literally because of
these longer-termfloating-rate | oans that are provi ded by
t hese institutions.

The other reason that they like to take them or
that the issuers like to use this noney is that there is
| ess care and feeding. |If you' re a banker and you nake a
loan to an institution, you have a yearly bank neeting, you
get a steak dinner, you get golf at a nice place.

Quess what? These institutions, they don't care
about that. And this is the fundanental transformation the
bank wanted. Wy don't they care about that? Because they
can trade out of their paper. There is liquidity in this
mar ket pl ace.

A bank that used to nake a | oan was the | ender of

|l ast resort. That bank, whether it be Credit Suisse-First
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Boston or Gtigroup, could not trade that loan. W held it
in our own bank as an asset. W had to mark it down if it
wasn't perform ng.

Ri ght now, we have seen an expl osi on since Enron,
of what we call the credit default swap market. This is a
market in which | can or CSFB can trade out of their
position in conpanies to manage our risk portfolio.

Just to give you an exanple, three years ago,
before Enron, we had roughly 12 trading parties that Credit
Sui sse-First Boston would trade with in its credit default
swaps, 12 very large parties. There are over 150
counterparties that we have nowin trading. It is an
extrenmely |iquid market.

So that is one of the other reasons issuers |ike
to go to the institutional markets. They know t hey don't
have to do a ot of care and feeding of these institutions.

Then, finally, when it comes to actually the RWR
or financing the RVR narket or assets in the | oad pockets,
this is a market that is going to tap the B-l1oan market
significantly. Wy? One, longer-termfinancing, and it can
al so be cheaper financing than project narkets.

Second, if you can mtigate the significant risk
associated with RMR -- and that is primarily construction --
the construction risk that nost of these investors |ook at,

this market will absolutely flow capital. W're seeing it
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ri ght now.

The bi ggest exanple is the SES or the Project
Astoria financing, which has a ten-year contract w th ConEd;
that will receive financing very simlar to what |'ve been
tal king about. This concludes ny remarks. |I'mwlling to
t ake questions | ater on.

MR COLEMAN. Thanks, Jonathan. To conpl enent
t hi s discussion, we've asked M chael Thomas, Sr. Vice
Presi dent and Corporate Treasurer of Calpine, to give sone
comments fromthe perspective of sonebody who's out there
trying to chase that capital

MR THOVAS: Thank you very much. | appreciate
the opportunity to be here today and to tal k about
reliability and must-run | oad market pricing and those types
of issues.

And you' re probably ware, Cal pine Corporation is
the | argest independent power producer in the United States.
In the md-1990s, we enbarked on a vision to ultimately grow
the largest, highly efficient gas-fired plant devel opnent
programin the United States, if not the world.

W enbarked on a vision to ultimately grow up to
about 70,000 nmegawatts in about the m d-1990s, and a | ot of
the comments that both Frank and Jonathan are giving you and
that 1'mabout to echo here with respect to how Cal pi ne was

fortunate enough to have all the stars aligned back about
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that point in time with respect to deregul ated sector that

had trenendous influence with the econony as a whole, free-
floating capital with respect to lenders willing to conm t

cheap capital towards the devel opnent of nmerchant assets, as

wel|l as the construction risks that you' re hearing about

froma risk tol erance standpoint.

It was a period of tine when infrastructure in
this country was primarily 20 to 30 years antiquated. Al
the stars really were aligning for our conpany at that point
intime with respect to the vision we enbarked upon.

At that point in tinme, though, we were also aware
t hat nmerchant cashfl ows were sonet hing that was very
volatile and very difficult to finance, not only froma
| ender' s standpoint, but certainly froman equity return
st andpoi nt .

W | ooked at things a little bit differently. W
| ooked at things froma diversification standpoint and a
wi I lingness to | ook at things such as portfolio financing
that had historically not been done.

Many of the nodel s you had heard about, from an
hi storical standpoint, were very risk-free because of the
nature of the off-taking counterparty. Largely you had a
PPA with the utility, you had a devel oper that ultimately
went out and got an EPC contract with a strong construction

party and basically the risk were pretty well wapped when
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that project ultimately canme on line and perfornmed froma
performance standpoint. It basically just brought in

revenues and you didn't have to deal with any of the things

that really injected into the market, credit risk and risk
managenent volatility, things that were not part of those

prior structures.

As we noved into the nmerchant finance arena,
those risks were not really appreciated, | would say, from
what you hear as far as going back to the basics. The
basi cs, basically get to does cashflow have certainty? |If
not, how risky is cashfl ow?

In ny opinion, I think we entered a mnarket pl ace
where nonentumwas |largely the driver towards flexibility in
capital and maybe decisions that allowed flexibility to be a
little bit too far strong. W would argue that that was
certainly the case for an asset that was being financed on a
stand-al one basis. That asset was a nerchant plant standing
in the market alone. W felt it was very exposed, it was
very exposed, not only inits ability to conpete with the
broader system as a whole, but certainly as prices and
commodity prices noved, it would certainly have probl ens as
it entered the trough of the cycle.

Qur view was, again, to |look at nore of the
portfolio approach and to basically diversify the risk

across nultiple assets.
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In 1998, we raised $1.1 billion dollars for the
financing of nine plants across the United States. That was
t he construction of those plants, and ultimately a m ni-perm
t akeout that gave us the ability to | ook toward | onger-term
financing in the capital markets.

Largely, that billion dollar financing went as
pl anned, from Cal pine's ability to build the plant and
ultimately to get those plants operational. Then we entered
into the market with respect to nmerchant realities.

The nmerchant realities, to some extent, are what
they are, fromeverything you re hearing today on struggl es
wi thin merchant spot spreads, the ability to generate
sufficient cashflow to either service debt or certainly to
have sufficient cashflow for equity returns.

VW were able to pull those financings together.
W were able to do so wth 25 comerci al banks at that tine.
Subsequent to that, we broadened our goals. W raised
another $2.5 billion. W raised that, again, on a nerchant
pl ant basis where construction risk was included in that.
Those assets will ultimately end up in the marketpl ace,
conpeting on a nerchant basis.

W ended up with 45 lenders at that point in
tine, $2.5 billion of capital. W largely had every project
financed by every bank in the world willing to finance us

and our nerchant ri sk.
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Subsequent to that, as | said, we ultimately
performed the buildout and the ability to take nost of those
assets to ultimately COD and the ability to conpete in the
nmerchant world. The reality of what's going on in the
world, is exactly what you' ve heard from Frank and Jonat han
with respect to | ender sensitivity.

Conmrer ci al banks have basically exited that
mar ket pl ace. W recently refinanced our CCFC $1 billion
financing. W did so in the capital markets. There's not a
singl e bank that remains as a participant in that facility.

Largely, the billion dollars of bank capital that
we' ve recycled into the capital nmarkets, admttedly, but
bank capital that's available that's not yet been redepl oyed
into the sector. So we have, simlarly, our $2.5 billion
CCFT-2 facility that's coming to maturity at the end of this
cal endar year, again, 45 banks with $2.5 billion of capital.

Al nost certainly we're going to end up with a
large institutional tranche to where we direct or take out
that financing, 45 lenders, $2.5 billion of bank capital
woul d be pulled out of Cal pi ne exposure or the nerchant
risk. In aggregate, that's $3.5 billion of bank capital
that was commtted as a | oan to Cal pi ne Corporation.

W' ve al so seen a simlar reduction in our
corporate facilities of about $500 million, a reduction in

bank participation there. Arguably, $4 billion of bank

32



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263

DAV/ | 0]

capital that was commtted to Cal pine Corporation, is

| argely not funding our corporation today or as we go
forward. | think that's a very inportant sign with respect
to primarily the construction of these assets going forward.

I think construction risk, innmy mnd, is the
bi ggest risk with respect to incenting a bank or a party to
cone intoultimately be willing to finance these assets.

I think what we've seen from Cal pi ne' s st andpoi nt
is that once we get to an operational state, we've got
diversified portfolios of assets. Certainly the capital
mar ket s have been the solution for us on being able to
refinance. Ratings have not been a material inpact on our
ability to ultimately find econom cally-priced capital or
the ability to find a marketplace that was interested in
having -- you've spoken to a five- to seven-year type of
t akeout fi nancing.

W' ve certainly been very successful at executing
on that, but, that said, the next increnmental nerchant
asset, | believe, is strongly at risk with respect to where
their capital cones from primarily on the up-front side of
t he equation, both the devel opnent side of the equation, as
wel|l as the construction side of the equation. Those are
obviously long periods of tine. Plants will be devel oped
over somewhere between a three- and five-year period of

time. To the extent that that's supposed to fit into
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soneone' s pl anning horizon, there's obviously a | ot of

capital risk at stake on the up-front side, which is going

to be sponsor capital at stake or bank capital,

historically, was at stake.

The bank capital no | onger being there, there's a
big hole in the market to be filled. The termloan B-
markets you' ve heard about certainly have becone nuch nore
robust and nore accessible from Cal pi ne's standpoi nt.

But, on the other hand, |'ve not seen that market
be willing to | ook at the construction state of these assets
to be willing to take construction risks and ultinmately take
that asset into a COD state.

| think there's a big challenge on the up-front
side as to how you incent parties, ether sponsors or
| enders, to be able to | ook at the construction risk within
a market. To the extent that that market is ultimately
| eading you to a nerchant cashfl ow stream the exanples
you' ve heard about project financing today, are al nost
certainly related to projects that have contracts.

Cal pi ne itself has been successful in the |ast
year on raising probably about a billion dollars, plus, of
project finance capital. A nost all of that capital,
though, is related to off-take contracts that we had, that
had | ong-term PPAs, nuch |ike the old nodel you heard about

with | everaged all owances, around 80- to 90-percent
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t hr eshol ds.

To that extent, unless you have a contract,
again, the challenge of incenting either the sponsors or the
| enders to step into that marketplace, | think is extrenely
difficult in the construction phase. Certainly once an
asset becones commercially operative, | think there are many
tools in the nmarketplace today to be able to finance that on
a longer-termtake-out. Thank you.

MR COLEMAN. Thanks, Mchael. Do we have a
coupl e of financial questions, or do we want to nove on?

MR PERLMAN: | have a quick question: | heard
both Frank and Jonathan talk, and, | guess, Mke, alittle
bit, about cashflow certainty with respect to the financing
of new infrastructure projects. Could you el aborate a
l[ittle nore on that?

Are there different ways to get the cashfl ow
certainty? | heard Frank tal k about a contract or sonething
that would be an equivalent of a contract froma regulatory
perspective. | guess we have sone influence over how to set
sone pricing structures up, but what would the financial
mar kets see as cashflow certainty-type structures that woul d
be financeabl e?

MR THOVAS: In ny mind, RMRitself is not really
cashflow certainty; it's nore what | would just use as a

generic exanple of a check-engine light. |If thereis
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sonething wong, there is a signal withinin this

mar ket pl ace that says that, econom cally, soneone should be
comng into step into that role.

RVR itself is a short-term subsidy or sonething
t hat does not have certainty froma continuing standpoint or
a renewal standpoint. It's not a cashflow streamthat |
t hi nk many | enders becone confortable with. To the extent
that is a marker, certainly it's telling you sonething about
t he mar ket pl ace as whol e.

You do get to additional diligence |levels, but I
don't believe that the RVR conponent itself is sufficient to
incent either a sponsor, or, ultimately a | ender to be
willing to finance that risk at the end of the day.

There are other nmeans than just contracts to
ultimately finance these things, but a lot of them cone down
to nore derivative types of products that are very expensive
to ultimately provide you largely the sane answer. Could
you concei vably conme up with a floor on your nerchant spark
spreads that ultimately buy an insurance type of product
that gives you the ability to get |lender certainty, that
woul d be able to serve as debt? That's basically sone form
of a quit obligation or some formof contract-I|ike
obligation, that if prices fall below a certain |evel,
certainly those structures are out there.

But those structures are extrenely expensive.
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The credit default derivatives you' ve been hearing about are
products that have existed, too, but they are very, very
expensi ve for parties ourselves or lenders, | would say, to
ultimately purchase, to be able to protect the risks.

So, outside of a contract, |I'mstruggling with
respect to what's the Band-Aid in between. |'m not saying a
contract is ultimately a ten- to 20-year contract that
historically existed, but certainly, a one-year uncertain
renewabl e type of incentive is not sufficient to get you
into a longer-termconfort |level that the capital you're
depl oying, again, three to five years up front, ultimately
has viability in the longer term which is, again, the 40-
year-plus type asset.

Until you figure out a way to bridge those two
together, I'"'mnot sure that RVR in isolation, is anything
nore than a signal that the nmarketplace has a need.

MR NEPCLI TANO | think construction of a
mar ket pl ace, not physical, but the financial construction of
a marketplace is equally inportant. The contract assunes a
ot of things. It assunes that there is a nmechanic to
nmeasure sonething and there's a freezing of that measure in
ternms of a price point.

The mechani ¢ you need to get to neasurenent is
equal ly inportant as freezing it at a level that's economc

to the participants. It's not clear that in sonme of these
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mar kets, the nechanic is transparent, and there is sone
over-the-top activity and new type activity that is risk in

t hose markets as they devel op either transm ssion or

gener ati on.

As capital thinks about |ooking at that precipice
of risk, that lack of transparency with respect to the
nmeasurenent of the netrics, is equally a problemas freezing
those netrics at an equitable |evel.

MR BALIFF: Just to say sonething different that
deals with the terns of the contract itself, | agree with ny
conrades here that fromthe standpoint of how you mtigate
risk, kind of water seeking its easiest source, is a
contract with a firmcapacity paynent. The market is very
willing to take operational risk. 1I1t's even willing to take
construction risk. One thing it can't do, it can't keep
| ayering on these risks and say it's a financeable
construction with market, operational, and regulatory risks.
It's not going to happen.

So if you do have a contract, the question is,
how does that contract need to be, if you have these types
of BGS type contracts of one to three years, okay? And you
have significant mtigation of your construction risk,
ei ther through sone type of insurance, what we call a wap,
a guarantee, or if some corporate will guarantee it of an

investnment nature, then | think that is perhaps financeabl e.
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There is going to be a significant anmount of
structure around it, but it is financeable. |If you get into

the five- to ten-year contract range, that's where the gray
area sits, and it really is going to be | oad-pocket -
specific. It's going to be construction-specific.

I would say that for the issuers at CSFB, Credit
Sui sse-First Boston, is dealing with, the construction is,
by far, the nore significant risk than even the market risk
right now for specifically the RMR Wiy? Mst of these
projects are in urban areas, and the nature of the pricing
has, in general, been double what the original projection
sai d.

So, for exanple, SES is counting on doubl e what
it originally bought ten years. Many of the projects on the
gas pipeline going into New York Gty, those have all been
doubled -- the price -- just because of the nature of
devel opi ng infrastructure projects in urban areas, so |I'd
say, if you can get the five-year contract, mtigate the
construction risks, then you' |l see the capital flow.

MR COLEMAN: We're going to have Frank
Jonat han, and M chael, continue on with the second panel,
so, to the extent we need to foll ow up on sone questions
there and get sone nore observations, we will do that.

I"d like to nove into the second panel to keep
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t hings noving here. Qur first speaker on the second panel
actually really needs no introduction. Bill Hogan is from
Harvard University with a |l ong description that | condensed

to purveyor of w sdom and econom c justi ce.

(Laughter.)

MR COLEMAN:.  Wth that introduction, Dr. Hogan?

MR HOGAN: Thank you, | think.

(Laughter.)

MR HOGAN. It's a privilege to be invited to
participate. | remnd you that | don't speak on behal f of
anybody el se; the comments |I'mproviding are just ny own. |
have prepared sonme remarks, which | have submtted for the
record, but in the interest of tine, let ne try to just
sunmarize, so that we can get into the discussion |ater.

Wien | | ooked at the Oder that cane out, | was a
little taken aback by the several pages of outline
questions. | had first thought about trying to answer them
and after awhile, | realized that for nost of the questions,
t he answer was "maybe," because, as | refer back to the
Chairman's introduction, it's very fact-specific.

So | think you have to go at the particulars to
get back down into that |evel of detail, which maybe we can
do later. So | thought |I'd step back and just nmake a few
observati ons about nore general issues froma market power

m tigation perspective to either reveal ny own concl usions
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or biases in this matter, and then | hope that will provide

the foundation for |ater discussion.

So | put together ny top ten list of things here
that I would want as take-aways, and the first is that, as |
think is generally recognized, but just to say it, in
bal anci ng i nperfect markets and inperfect regulation, we
shoul d I ean towards markets and restructuring.

You want to avoid trying to go too far to
overregul ate things to make it the perfect conpetitive case,
because | don't think we know howto do it. W probably
woul d do nore harm than good.

Nunmber two, market power nodels are useful for
stimulating thinking, but I don't believe the nunbers j ust
yet. | spent a lot of time building and using formal nodels
of many things, including market power. | think it's a very
interesting topic, and |I've becone convinced, |looking at it,
that it's really conplicated.

The shorthand that we use for this, |ike
concentration indexes, or, nore recently, the concept of
pi votal suppliers, or any of the various gane theoretic
nodel s and all those kind of things, | think are helpful in
stimulating thinking, but I wouldn't use the nunbers very
much, because | just don't think it's possible to get past
the sinplifications.

So | think the place so far that the best focus
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is for diagnostics, is direct analysis of w thholding by

i ndi vi dual generators and to | ook at the particulars and see
what you can find. That is done, for exanple, by David
Patton, Joe Bowing, and that's the great thing, | think, to
f ocus on.

Nunmber 3, scarcity pricing is good, w thhol ding
is bad. This is what nmakes all of this market power
mtigation hard, because you just can't | ook at high prices
and concl ude that people are exercising market power. It
m ght be nothing at all like that. It mght just be
scarcity pricing, and that's good, so you want to support
that and encourage it. |It's the w thholding you have to
focus on, and that's critical.

Nunmber 4, electricity markets may make control in
real -tine generation, transm ssion, or |oad in exercising
mar ket power, because of the particul ar physical nature of
electricity and the way these clearing markets work, at
| east in organi zed narkets.

You can't use derivatives and forward contracts
to exercise market power, if you can't do sonething in the
physical nmarket that actually occurs in real tine, so that's
the place to focus and to | ook at what actually happens in
real tine.

The other parts are interesting because they

contain incentives, but they don't actually create narket
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power, but market power exists in real tine.

Nunber 5, inprovenents in market design under
conpetitive conditions al so hel p address market power
problens. This is |less of a surprising i dea nowadays
because we've had a |l ot of experience. But initially, there
was an attenpt in various parts of the country to nodify the
mar ket design in order to get rid of the market power
problem by creating a big zone or sonething |ike that.

W now know that that is actually
counterproductive. | think there's actually no tradeoff.
When you' re consi dering market design issues, you can assune
conpetition, a conpetitive market, design the nmarket
accordingly, and you won't cost yourself anything in terns
of market power. You probably help.

You won't solve the market power problem but you
just don't make it worse and you don't have to worry about
t hat .

Nunmber 6, nonopsony, is a problem as well as
nonopol y. Looking for situations where people are taking
actions to depress prices below conpetitive levels is just
as much a problem and we should worry about that.

Nunmber 7, market power mtigation, should default
to the conpetitive outcone when nmarket power is not present
or not exercised. Bid caps are nmuch better than price caps,

because bid caps don't constrain conpetitive suppliers who
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woul d bid under the bid cap. That's the kind of thinking

that | think we should conti nue.

Nunmber 8, entry is crucial in |ong-term market
mtigation of market power. |It's because of the lure of the
extra profits that people enter the marketplace to nake --
this may conme up later in the conversation. Wen you go
t hrough the analysis, you could cone to the concl usion that
for entry and for new generation, you could take the view
that you don't have to worry about it, and you don't
mtigate new generation that's not owned by the same
conpani es; you just let themdo what they will, and that
provides the right kind of incentives, as long as the entry
barriers are |evel

Nunber 9: The discipline of markets requires the
possibility of |osing noney and the exit of noney | o0sing
generation. It doesn't nmean you don't need a market power
analysis for that, but exit through asset sales is quite
different than exit through closure, for exanple, and we can
tal k about that later, but I don't think we should be
excessivel y concerned about people who are | osing noney.

Then, finally, there is Nunber 10, market power
mtigation policy needs its own exit strategy, so |ooking at
ways to design the policy and then it sort of fades away
over time. That is consistent, for exanple, with exenpting

new generation and new i nvestment from market power
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m tigation, going forward.

And there are other things that we can consi der
inthat Iine. So, in conclusion, the enphasis should be on
good mar ket design, expansion of market participation,
reducing restrictions at seans, encouraging entry and so on.

Local market power will continue to be necessary,
but it should not drive other policies at the risk of
defeating the basic purpose of using the discipline of the
market, rather than the discipline of rules. Thank you.

MR COLEMAN. Thanks, Bill. W're going to
continue with all the speakers, and end up with a QA
session afterwards, although | know the any speaker would
have a nunber of questions generated fromhis or her
conment s.

Next we have M chael Schnitzer, cofounder and

Director of NorthBridge G oup, appearing today on behal f of

Exel on Cor porati on. Vel cone, M chael .
MR SCHNI TZER. | appreciate the opportunity to
be here this norning and to speak after Bill Hogan. But I'm

going to try and descri be sone of the thoughts that Exel on
has. | have the perspective, both of a transm ssion
distribution owner with RVR i ssues in your service
territory, and also as a generation owner. The perspective
that they have developed, | think, is a balanced one, which,

with any luck, will be of benefit to the Comm ssion as we go
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f orward.

I have a presentation here that I'mnot going to
use, which sone of you have a copy of. But I'mgoing to
refer to certain pages of it, but it won't be fatal if not
everyone has a copy of it. |'msure we can get other copies
made avai |l abl e.

Let ne start with the definition of what
reliability, nmust-run is, as I'"'mgoing to be describing it.
Basically, as Bill described it, it's a physical generating
asset that is needed for reliable grid operation, whether
it'sinmmerit or not. It just needs to be operated for
what ever set of security reasons or another, and the
transmssion fix is either infeasible in the tineframe we
got toreal tine, or it's not economc, relative to having
the generator there, and that's sonething I think we should
also keep in mnd. Not all RVR solutions are economc to
fix on the transmssion side. That's ny definition.

The comment was nmade at the outset about the fact
that this is fact-specific. | think that's the case.

The problemis that RVR situations conme in nany
varieties. There are units that are RVR that nost of the
time, they're in the market and econom c to run, whether
they are RVMR or not, and only occasionally do they have this
RVR characteristic. Coal plants, for instance, they are in

t he noney nost of the hours, and there are units that are
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not. Mst of the tinme they run, they' re RVR

There are units whose RVR status is predictable
under nornal operating conditions, and there are units where
that's not the case, where it's only in the hottest of
sunmers or under a previous contingency that they becone
RVR, and those are very different.

And there are circunstances where the existing
stock of generation is adequate to neet the RWR of
reliability needs, and there are circunstances where | oad
grom h says that they are not, and you' re going to need sone
new entry of sonme sort or another. That's the problem here,
is that you have so many of these different fact-specific
ci rcunstances fromwhich RVR situations arise.

For those of you who have the package, |'mjust
going to spend a mnute on page 3. The consequence of al
of those different fact situations is that one size does not
fit all.

A bid cap, for instance, which is used in sone
circunstances, won't work for sone non-nmarket units whose
hours are not predictable and otherw se don't have any in-

t he- noney hours, no matter how high you set the cap, because
of infinite cap and zero hours don't generate a |ot of
revenue.

Even where the caps are workable, a single

formula may not be workable. You have one unit which, five
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hours a year, it's RW and 8,000 hours a year, it's
generating energy profits, and variable cost plus ten
percent may be great for that unit.

You have another unit that only runs 100 hours a
year. They are all RVR units, and variable cost plus ten
percent is not going to cover the &M and the property
taxes, you know. for that kind of operation. If you set bid
caps and repl acenent costs, that nmay encourage entry when
you need it, but if you don't need the entry, it may result
i n what sone people would consider to be overpaynents, you
know, and nonopoly rents to generators. That's the problem
we have.

Let nme just spend a few m nutes here on page 4,
on how we think about that, and map that into sonme different
circunstances and sone different potential solutions. |'m
going to start with circunstances where current supply of
generation and transm ssion is adequate, which is to say we
don't need nore generation for voltage or we don't need a
new transm ssion fix.

W can neet reliability criteria, as long as we

have the RVR controls that we need. |If we have units, first
of all, that run predomnantly in nerit, and for those, the
bid cap is variable cost plus ten percent, | assune the

market nonitors here will speak to, may well be a fine

sol uti on.
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But then we have units that run primarily for RWR
reasons and they're not in the market. They are not |ow
priced coal units or whatever. And then we have a split.
Sone of those are fairly predictable.

You know the nunber of hours they're going to run
within certain bounds that are reasonably predictable, and
there are sonme where you just don't know. It's not
predictable at all.

For the first of those, which is Category Il in
the picture, for those of you who have it, bid caps can
again work, but it mght not be variable cost plus ten
percent; it mght have to be a higher bid cap.

For the third category, bid caps nmay not work at
all. You may need sone kind of demand charge or denand
paynment, because if sonmeone doesn't know if they're going to
run one hour or 100 hours, it's pretty hard to set a bid
cap that will nake everybody happy.

Then, finally, the conplication, is if that
wasn't bad enough, is that you have sonme units that are
facing major capital additions, extraordinary kinds of
t hi ngs where every now and again, it's areally old unit
and, son of a gun, |'ve got to rebuild the turbine and it's
going to cost ne a bunch of noney, or |'ve got to rewi nd the
generator or do sonmething like that, or |I've gotten an

environnental requirenment that's going to require nme to
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spend a |l ot of noney. And the one-year bid cap or one-year
demand charge contract may not be adequate to nake ne

incented to nmake that investnent.

So in those circunstances, you m ght need to have
the opportunity for multi-year, |onger than one year
arrangenents of demand charges or bid caps or both.

Finally, we have what we refer to as the scarcity
situation, whichis, it's great for the units that you' ve
got, but | need sonme additional units or I need a
transm ssion fix or I need a generation fix. And there,
that's a nore conplicated story that I'"mnot sure fits in
the tineline and the tinme available for ny opening renarks,
but we can cone back to that one.

So what that all boils down to, | think, is on
page 5. RTGs need an RVR nenu, basically to deal with the
flexibility and to deal with all of these circunstances.

You need the ability to have a forrmula bid cap for the in-
mar ket units, a negotiated, higher-level bid cap for those
Category II, predictable RVR annual contracts wi th denmand
paynments for those units where the hours of operation are
not at all predictable, multi-year contracts to deal with

ci rcunst ances where new investnent is needed to sustain that
pl ant and avoid retirenent, and then sone things to deal
with newentry pricing, either transm ssion or generation.

We'll wait for your questions later. Thank you very nuch.
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MR COLEMAN. Next we have Roy Shanker who has
sone comments who is a consultant for nunerous generators
and financial market participants.

Vel cone, Roy.

MR SHANKER: Thank you. | thank Staff and the
Conmi ssi on.

As nmentioned | work for generators, financial
participants in the market, also for sonme transm ssion
owners and LSEs. And, as usual, these are ny own comments.

Following, I'"'mlooking at it fromthe Staff's
perspective. You see ne to the left of Bill and to the
right of Joe and David. That's probably reasonabl e.

(Laughter.)

MR SHANKER. At |east nost of the tine and |
think like BIll | want to take a higher view of this because
| think we'll get into a lot of argunments, as M ke pointed
out, about the specifics.

And Bill will go up and back in detail with that
as sort of a start. It's worth it to start by putting
everything in perspective with it to start.

In general we | ook as these kinds of RWVR | ocal
mar ket power issues. The focus is always on fixing the
i medi ate problemas perceived -- it's sort of the "squeaky
wheel function.” Then we see them we do the patch, and

then we tend to forget very often in the general context the

52



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263
DAV/ | 0]
obj ectives of what we're trying to do with the market design
overal | .

Typically that's a huge m stake and | think what
| thought we were here to do is to try to establish a
conpetitive market structure to support efficiency and send
market related price signals to both generation and | oad
and, in turn, try to spur new entry, either by generation or
by | oad managenent or |oad control in neeting the market
demands for power.

Everything we do ought to conme back to the test
of reasonabl eness agai nst that objective as opposed to "did
| fix today's market power issue?" Wen we don't do that
we're on the road to nmaking a | ot of m stakes.

In that context, the first question we ought to
ask oursel ves when considering a potential market power or
exercise of market power in a small area is whether or not
we're seeing a permanent market failure or whether we're
seeing sone sort of a transitory point or hopefully a
transitory point on a path to a workabl e conpetitive
sol ution.

I think the way we approach mtigation of the
| ocal market power and |ocal pricing can and may be
different, depending on the answer to that question.

In the abstract you sort of want to do the sane

things but | think when you start to make the policy calls,
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where you start to nove outside the market response, to
actual ly desigining fixes, where you see a situation where
you say "Hah, this is not going to be solvable ever," we
have a basic nmarket failure -- you' re going to do things
differently than, you know what? W see things today.

W have potential for the exercise of |oca
mar ket power but underneath all this we have workabl e
conpetition down the road but the reality is it's expensive
and we're going to have to pay sonething to fix the problem
and we're going to have to show people the prices that are
associated with that.

I think, if you nmake that distinction right up
front, you're going to followa different path. If we find
that there is a transitory path to workabl e conpetition, we
want to enphasi ze conpensation and full conpensatory rates -
- I"'msorry. If we think there's not going to be workable
conpetition, then we have a market flaw

I think probably the objective swtches to
sonething that is nore focused on full conpensation and
efficiency may lag. |1'd like to match them both but what
you really have to worry about is getting to an efficient
solution as quickly as possible.

Looking at only part of the problemin this
context and getting the seemngly right price for new

entrances is probably a mstake if that is all you | ook at
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because what we're going to wind up doing is having a
problemw th thei ncunbents and we're going to always have a
recurrent problemof "we can't fix that" because new entry
wll not come on its own.

Al'so, if we put together patchwork solutions in
the market failure case | think we're also going to wind up
with solutions that tend to have a I ot of properties that
| ook i ke the exercise of nonpsony power.

W can talk a little bit about that |ater.

Alternatively, if we think there's a structural -
- no structural bar to entry or it's a lowentry barrier
then the focus woul d be on understandi ng why the current
situation isn't resulting in workable conpetition. Wy is
there the potential for the exercise of market power that
exi sts now and do just what Bill was saying, develop pricing
and mtigation strategies with the intent of noving towards
a workably conpetitive solution?

You |ook at this as a transition point, not as an
end-point. It doesn't mean no mtigation of market power
exists, but it neans mtigation coupled with as accurate a
pricing as possible to allow market recovery of cost by
partici pants both generation and transm ssion.

The basic pricing elenments here have to be
targeted on short run pricing signals that reflect

| ocational energy scarcity and | ocational installed
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capacity, if necessary.

The main el enents here, as usual, are getting the
prices right first, then worrying about the mtigation.

If we have the right price incentives for
everybody's behavior, the mtigation al nost becones obvious.

In fact, the distinctions, if you work through
the details between sone of the argunents that exist between
PJM and New York in mtigation strategi es al nost di sappear.

If we start to see scarcity pricing |ike demand
reserve curves, locational ICAP, all of the typical pick-up
everything that should be on the table for the correct short
run price signals -- when you do that it becones al nost
obvi ous how to mtigate because if you do things kind of
cost plus mtigation or you do things |ike inpacting fresh
hold mtigation in the right scarcity pricing scenario
you're going to get the sane answer, there's not going to be
a differenc.

A qui ck exanple, and | probably won't get to do
much of it, given where the tinme is going, is to put those
principles to work in the context of sonmething that's
actual |y happening and I think probably what you' Il hear
nore about tonorrowis the PMJI exanple and | think what you
need to look at in a situation that conmes about -- they're
assum ng that there is a workably conpetitive solution -- is

to go back to the basic principles and say "here is a
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situation in PIMthat's predi cated on physical scarcity."”

At | east the auction proposal that's com ng up
and the concern that either retirenment or |lack of new entry
will lead to an OVMR reliability issue because i ncunbancy
wi Il not be earning sufficient revenues to stay in the
market and, if you go back to the first principles that
we're taling about here, and say "we're trying to send the
right price signals,” then you scratch your head and say
"we're trying to send the right price signals" but sonebody
who is absolutely needed for reliability isn't earning
sufficient returns to stay in the market.

What yu ought to do in a situation like that is
say, "Hmm | think there's workabl e conpetition down the
road. | think there's newentry." It may be expensive in
that situation but howis it that a unit can be vital and at
the sane tine not get any capacity revenues, which would be
the case in today's world and, two, possibly not getting
sufficient operating margins to stay in the market under
cost plus ten pricing.

The answer ought to conme back reasonably quickly.
The first thing we ought to do where we think we have a
transition to workable conpetition is to get those prices
right. That nmeans to go for scarcity pricing and to | ook
for locational reserves -- one option, as Bill was talking

about, locational installed capacity paynents or other
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pricing renedies -- and see if they resolve the problemas a
transitional point towards a workable conpetitive solution,

as opposed to inmeiately going to solutions on RWR type
contracts that are probably nore consistent than a pernmanent
market failure.

MR COLEMAN. | know we'll be getting into that a
ot tonmorrow and | think the conversation and the QA wil |
follow up on that.

Next we have David Patton, President of Potonac
Econom cs, and a market advisor to a nunber of organized
markets here in the U S

MR PATTON. | appreciate the opportunity to
speak today. Like the others, these coments only represent
ny own views, although I"'moptimstic that ny clients m ght
agree with some of them

(Laughter.)

MR PATTON:  And probably not -- I'"mgoing to try
to nove quickly. M goal is going to be to try to lay out a
framework for thinking about sone of these issues because |
t hi nk sonmeti mes we get confused and try to identify what the
real objectives are.

What we're trying to balance is two objectives.
The first is establishing efficient economc signals in | oad
pocket s.

The second is mtigating excessive market power



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263
DAV/ | 0]
that often exists in a | oad pocket.

Most of ny comments are going to be focused on
the first area. | probably won't have tine to say nmuch about
t he second, although suffice it to say that | agree with
Bill, that resource-specific offer caps, | think, are
clearly the best solution because they allow the market to
continue to operate and are the | east disruptive.

But we can tal k about that nore in the follow up
di scussion so I'mgoing to focus on the econom c signal,
which I think is really the key.

The first thing | would say is it's critical to
recogni ze that new investnent is not always necessary int he
| oad pocket. W often hear things or tal k and nake
statenents such as "we need to nmake sure that signals are
sent that we need investnent in a | oad pocket."

That's not actually true. Wat we want is an
efficient economc signal so that when capacity is needed in
the | oad pocket, we're sending that signal but, when there's
a surplus in the pocket, we're not sending that signal.

Even when there's a surplus you can have
significant nmarket power problens. You can have a surplus
of capacity in the |oad pocket but it's all earned by one
pl ayer.

Secondly, | would say, noving down into the

econom ¢ signals, where does the source of value cone for
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resources in | oad pockets? It cones fromtwo primary

things. One is the ability to relieve transm ssion

constraints, which should be reflected in the |ocational

margi nal prices in an LMP market.

But second is that they provide capacity value in
the | oad pocket to maintain reliability.

| would say all but one of the centralized
mar ket s have no mar ket mechanismto account for this val ue.
What happens is we get into a situation where the RTO says
"I need the capacity.” The owner says "It's not economc to
keep it in operation” so you default to an RVR contract.

What that's a synptomof is "is the fact that the
market isn't conplete and doesn't reflect that value?" The
exception I'mtal king about is New York Gty where there's a
| ocational capacity requirenment so there's a nmeans of
pricing it.

What |'mgoing to try to lay out for you is five
alternative sources to price that second source of value for
resources or conpensating generators in |oad pockets.

Nunber one is |ocation-specific operating reserve

requi renents. Nearly all these markets that have

recogni zabl e | oad pockets have a capacity requirenent that
they use on a daily basis to commt generation.

Usually they call that a "local reliability

requi renent.” \Wat that neans is that a non-market
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requi renent that the operators have to neet but there's no

mar ket equivalent of it so there's no pricing of that

constraint in the market.

On establishing | ocation-specific operating
reserve requirenents you can do effective shortage pricing
in that area so that, when you can't neet that requirenent,
you refl ect the econom c val ue of those reserves in the
energy price in that area that's being proposed on a broader
basis in New York right now

The drawback is that, if there's been a history
of insufficient investnent in transm ssion and generati on,
putting this in place can create an overwhel m ng signal that
woul d be difficult to inplenent in one step.

So that's the primary drawback.

The second alternative is the |ocational capacity
mar ket, which you can think of as a proxy for those short
term capacity requirenents.

The | onger termcapacity requirenent that exists
in New York Gty today -- it's a signal that's not likely to
be nearly as volatile and can be phased in in an market
where none of these requirenents exist.

The third alternative would be an RTO auction for
new capacity in the | oad pockets. An exanple of that is
what PJMis proposing. It's very simlar to the |ocationa

capacity requirenment except that it's a nore discrete
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process and it establishes a |onger termobligation with the

new supplier.

The inportant thing is that the clearing price
fromthat process needs to be paid to the existing suppliers
in the pocket in order to set a market clearing price for
the capacity in that area.

Nunmber four, if you don't do the first three and
we don't do the first three -- with one exception, is
| oosened market power mtigation and an exanple of that is
"push" provisions in New England -- when we get into a
debat e about how hi gh we shoul d set offer caps when we
mtigate so that we preserve signals, what we're really
debating is this fourth alternative and what we've
inmplicitly done is decide we're not going to do the first
three, which | thnik is a m stake, because if you do the
first three so that you're pricing on a market basis, the
val ue of capacity in the | oad pocket -- then it
substantially reduces the concern that your mtigation is
too aggressive and is going to prevent price signals in the
| oad pocket from being efficient.

The problemw th this approach is it's |less
reliable than the prior approaches because it relies on the
exerci se of market power to generate the signals so you can
have a situation where you have concentrated supply in a

| oad pocket which | eads to excessive signals when there's a
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surplus or what we've seen in sone of the "push" results is
t hat you can have | oad pockets where the supply is
sufficiently deconcentrated that you need investnent but
nobody has enough market power to generate the signal even
when you | oosen the mtigation.

Lastly, the worst alternative is unit-specific
RWVR contracts, but the default of everything else fails --
is ny least favorite because it sets the |east transparent
signal. It doesn't represent a nmarket clearing price in any
sense and | think, as sone of the finance conmunity
commented, it's least likely to generate new i nvest nent
because of relativelly short termcommtnents for the
generation in that pocket.

I"d be happy to tal k about ny views on mtigating
| ocal market power in the discussin phase.

MR COLEMAN:  Thank you, David.

Next we have Joe Bowring, PJM market nonitor
Wl cone, Joe.

MR BOARING Thanks for the opportunity to be
here to day.

| agree with the general overall comrents of
David and Bill who preceeded ne. Let ne try to add
sonething to the discussino.

First of all, the context for all this is broadly

conpetitive whol esale markets. Wthin that context, |oca
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mar ket power situations are really an aberation as you know
fromthe data we' ve nmade public about PIMin particular,

even though cost capping gets a lot of attention that does

not really occur very frequently.

W don't really have many | oad pockets where it
occurs. Nonetheless, it has to be addressed. The goal is
to ensure conpetitive outcones in the presence of |oca
mar ket power and, ultimately, as a nunber of our speakers
t oday have suggested, to reduce |ocal market power, and
finally, the need for mtigation.

It's also useful to bear in mnd that the inpacts
of |l ocal market power can be quite significant.

In the recent Del marva proceedi ng before the
Comm ssi on there was sonme di scussi on whet her or not there
was nar ket power.

Yell at me. |'mnot supposed to talk about this,
David -- there was sone argunent that market power exi sted.
There was significant congestion.

Nonet hel ess | don't believe there was | ocal
mar ket power exercized. |I|f there had been, the |levels of
congestion could have been fromfive to ten tinmes higher
than they were in fact.

Local market power is, sinply put, the ability of
a generation owner to raise the price in an area above the

conpetitive |evel.
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The conpetitive level is well-defined. W nmay
qui bbl e about whether it's the right mtigation |evel but
the conpetitive level is the short run nmarginal cost.

This is not a hypothetical or theoretical point.
This is the way that the generators actually offer their
power in the broader PJM nmarket.

In many | oad pockets we have nore diversity of
ownership and that's exactly where we'd expect to see it.
Local market power was created, as others have suggested, as
you know, as a result of transm ssion constraints.

Those transm ssion constraints can be either
tenporary or longer termand they effectively create
nmonopol y power at the margin for one or nore owners of
generation in the area defined by the transm ssion
constraint.

So far it's worth noting, as others have, that
there are two broad categories of mtigation we have to
think about. One is in situations where there is scarcity
and the other is in situations where there is not scarcity.

In situations where there is not scarcity,
clearly the approach -- | believe the approach we have taken
at PIM nmakes a |l ot of sense -- and that is, sinply, the
hi gher of the market price or cost plus 10 percent.

When that's criticized, frequently the result and

potential inpacts on revenues are di scussed but, in actual
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fact, when you | ook at the details, the net revenues of

those units that are cost capped do not vary significantly,
contrary to what one m ght expect -- do not vary

significantly by the percent of hours cost-capped.

Par of the reason -- or really, the only reason -
- that net revenue has been an issue for units in PIM
including those in | oad pockets has not been |ocal market
power mtigation but has been broad narket conditions.

As one understands that prices in the broader
energy markets, as well as capacity markets have been
depressed conpared to historical |evels, and al so conpressed
conpared to expectations, wherein a |ow period of pricing in
everyone's net revenues, are down -- cost-capped units are
not di sproportinately effected.

In fact, it's a broader market issue and it's
very inportant to keep that in m nd when designing | ocal
mar ket power mitigation in order not to overreact to the
broader market results.

The second broad category, of course, is when
scarcity exists, |local market power can and does exist for
that scarcity. |In fact, in general in PIJM |oad pockets do
not have scarcity. Cenerally there's nore than enough
generation in the | oad pocket to serve the |oad and that of
transm ssion inport capability.

So it's not a question of scarcity. In that
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case, scarcity pricing clearly of any kind doesn't make

sense.

Nonet hel ess, as we poi nted out repeatedly, and
everyone understands that situations of scarcity do have to
be addressed, David and Bill and others tal ked about ways to
do that. "Scarcity" again |'mdefining as 'the inability of
exi sting generation to neet load reliability in a | oad
pocket . "

It's an engineering definition but | think that
it also works for econom c purposes as well here. W need
to create market based incentives to resolve scarcity issues
and what we propose and will talk about in detail tonorrow
IS an auction.

But the intent is to have, as | said, a market
based nechani sm not an adm ni strative nmechani sm

Unfortunately scarcity pricing, while it sounds
i ke a market based nechanismin a | oad pocket with one or
two generators ultimately boils down to an adm ni strative
mechani sm -- soneone has to deci de what that price is going
to be. It doesn't fall onto the market particularly when
you have no demand si de.

Wiile | agree, | think, with all the speakers
that the market based nechani sns are appropriate, we have to
be very careful to get past what appears to be superficially

a market based nmechanismto ensure that we literally are
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havi ng a nmarket based nechani sm

An essential conponent of the option we proposed
is that all forns of solutions to | oad pockets get to
conpet e agai nst one anot her heads up. That is, transm ssion
generation as well as DSM Al three of those are ways of
addressing | oad pockets. Al three should be considered and
shoul d be considered in a market context so that the | east
cost alternative as defined by the market gets to solve the
pr obl em

Qur MR contracts mght well be a last resort in
situations as have been defined where | ocal market power is
a long termsystemc issue and there's never likely to be a
mar ket solution and there's never likely to be a
transm ssion solution and there's really no alternative.

But it clearly is a last and, in ny view, poor
solution. Thank you.

MR COLEMAN:  Thanks, Joe.

Next we have Roy Thilly, Chief Executive Oficer
of Wsconsin Public Power, Inc.

Vel cone, Roy.

MR THILLY: 1'mgoing to swma little bit
upstreama little bit this nmorning and suggest that LM,
with significant or high mtigation ceilings is not the
ri ght approach to what ought to be the objective, which is

to get the infrastructure in place and constructed so al
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custonmers will benefit from conpetitive whol esal e markets.

I come fromthe perspective of being in one of
the worst | oad pockets in the country. W are the ones who
woul d pay the scarcity price if the systemworks and w ||
pay it for an extended period of tinme because the fixes are
not qui ck.

If in fact the incentives don't work as intended,
we'll continue to pay it while others will go back to the
drawi ng boards and | ook at an interesting problemof what to
do next.

I would urge the Conm ssion to be careful to
recogni ze that there will be gam ng, particularly of conpl ex
mtigation arrangenents. The theory is elegant but the
facts on the ground are nessy.

I think there are two key questions that were
asked. One is, is there a single policy that fits for al
markets? M answer to that is, "no there's not."

THe facts are different. The econom c drivers
are very different. An obligation to serve states in retai
access environnents and the entry barriers are very
different in the different places.

If you don't take account of that in the design
the design will fail

How i nportant is infrastructure to solving

t hel oad pocket problenf Transm ssion infrastructure is
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essential for solving the problem If you get a robust

transm ssion system market design is easy and gamng is

very hard. That should be the objective. The objective

shoul d be generation to generation conpetition. that's what

wi || benefit custonres.

The idea of having transm ssion conpete agai nst
generation is | think a false solution that will result in a
signi ficant danpeni ng of generation conpetition.

Transm ssion is very, very hard to build and
needs to be addressed on its own nerits. | have a concern
that some think there is a legitinmate interest in congestion
that needs to be protected. FTR values, the val ue of
constructing a generation | oad pocket -- there nmaybe an
interest but it's not an interest that should be protected
or fostered by market design.

| fear that high mtigation ceilings will create
a segnment, probably a powerful segnment with an interest in
mai nt ai ni ng congestion. It wll certainly dictate bidding
strategies over a mx of generation in annd outside of the
| oad pocket to maxim ze profit but not necessarily to
stinulate entry.

And | fear that it will create a whol e new cl ass
of environnental i sts concerned about the biodiversity of new
transm ssion right of way.

You have to |l ook at who can build -- one of the
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big problens we have is that the RTGs theoretically have the
ability to conmpel construction but | think that's extrenely
difficult. | haven't seen it done in a | arge owner.
Benefitting fromcongestion can create nmany, nany roadbl ocks

in the state process to getting transm ssion built and built

pronptly.
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What are the "nust-haves?" | think you have to
| ook at "rmust run" policy in light of the broader market
design. [|'d say the "nust-haves" are, one, a systemthat
focuses specifically on getting transm ssion constructed for
| oad pockets. There are a nunber of steps that can be taken
there that | can el aborate on.

Resour ce adequacy requirenents are essential.
Starting up with a market w thout resource adequacy and
dependi ng upon spot energy prices to cover fixed costs is a
di saster fromthe | oad pocket perspective.

I think we heard it also is not finance-able. W
need certainty, transparency and the ability to cover fixed
costs, and a capacity market nust run | oosened arrangenents
and so is very problematic froma | oad pocket perspective.

W need the capacity market. Then we should
price "nmust runs" at marginal plus a reasonable profit, 10
percent profit -- unless you have true scarcity. The
problemis differentiating between scarcity and w t hhol di ng.

Most of the schenes don't really try to do that.
They just set a high ceiling and mtigate w thout
determning. | would say true scarcity exists if you have
to dip into operating reserves and you can't repl enish them
within the short period of tine you're required to do so by
the reliability rules.

Al so, you have to have an accurate assessnent of
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the barriers to entry. They will be different in different

pl aces and the barriers to entry where | live are very high

W have obligations to serve the State. W do
not have any |IPPs that control their own generation. |It's
all under contract to the big players and there are no | PPs
that are going to build on specul ation of energy prices.

That gets to the point that you need consistency
with the retail nodel that you' re operating in because the
retail nodel is going to provide a lot of the drivers that
i nfl uence behavior and if you have an inconsistent whol esal e
nodel on top of it, you re asking for trouble.

Finally, just a comment on the incentives -- as |
ook at it where | live, scarcity pricing incentives take at
| east five years to solve the infrastructure problem

In the nmean tinme, what we see happening is
i ndustry shifting production el sewhere out of state -- paper
conpani es shutting down paper machi nes and maybe won't have
to build when they get down to the building cycle.

But that's not the kind of incentive that nakes
sense fromour State's point of view

Thank you.

MR COLEMAN: Thank you, Roy.

Qur | ast speaker on this norning s panel is Abram
Kl ein from Edi son M ssion Marketing and Trade.

VWl come, Abram
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MR KLEIN. Thank you very nuch. ['mvery glad
to be here.

I amdirector of Northeast Trading for Edison
M ssion Marketing and, trading as a nmarket participant,
see how sone of these market design issues actually play out
in terns of market performance on a day to day basis.

I'mal so an econom st that has worked on | ocal
mar ket power issues currently and in a previous life.

What | want to do is focus ny conments on two
main areas, the first is to look at the |ocal market power
problemin a broader overall market design context and | ook
at market performance in that context.

If you have a generator that's inside a | oad
pocket that's needed for reliability and it's not mnaking
enough noney, why is that?

Vell, it could be that the prices are not high
enough inside the | oad pocket.

It also could be that the prices are not at
conpetitive levels in the market nore broadly. | think you
have to do that assessnent in order to determ ne what the
proper policy prescription is.

I think that sort of approach, |ooking at the
br oader market design, is consistent with the standard
mar ket desi gn.

The second concern which I will try to address
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later if there's tinme is what |1'd refer to as "mtigation
creep” and that is the Conmssion is given sort of a broad
based authority to the market nonitoring unit to address it
but it's not very narrowy defined and it can be used in
ways that | think with not necessarily the intention but it
m ght be appropriate to prescribe a little bit nore what
shoul d occur.

In ternms of the broader policy context, lets |ook
at market performance in Northeast |1SCs. How are these
mar ket s doi ng?

Vell, if we ook at the period from 2000 to 2002,
each of the Northeast |1SOs had very tight reserve margi ns on
an annual basis. During 2001 and 2002, each of the
Nort heast 1SGCs had nultiple days of real scarcity and very
many hi gh demand days, particularly in 2002.

One woul d think that spot energy prices in a
wor kably conpetitive market in that environnent should have
actual | y been above the cost of entry and perhaps
significantly above the cost of entry -- at |east not just
at the cost of entry.

The reason for that is basically two reasons.

The first is that we know the entrant is going to expect the
comodity market to be sonmewhat cyclical and go through a
"bust" cycle so the prices need to be higher during the

peri od when demand is very tight -- or the capacity margin
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is tight and the demand is extrene, to nmake up for those

| ater, |ower periods.

If you don't have prices that are at entry cost
when dermand is extrene and the capacity margin is tight,
that certainly bodes poorly for the overall nmarket
structure. That says that the market structure is flawed
and part of the result would be the | oss of investor
confidence in the energy supply business.

So in |l ooking at how the markets actual ly
performed -- | provided in ny prepared coments sone tables
that look at it, but certainly ny analysis of it is no
different fromthe ones provided by each of the ISGs in
their states in the narket reports |ooking at 2001 - 2002.

That is, the actual market prices were
significantly below the cost of entry even when entry was
needed during those peri ods.

What |'d like to say is that the response to the
current market structure flaw has been different between the
different 1SGCs. In New York we have had a set of
initiatives and reforns ained at addressing scarcity pricing
and addressing nmarket flaws in the reserve adequacy mnarket.

The installed reserve markets -- those have taken
place in 2003 and | think those are scarcity pricing and
energy demand curve end reserves. There's also an

interregional effort to look at a | onger term nmarket for
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reserve adequacy as well in the Northeast. W'Il|l see how
t hat goes.

But those are all potential solutions to the
broader market problem In PJMwe still have the sane
mar ket structure -- essentially that we had during 2000 and
2002 so, if we look at the "nmust run" problemin that
specific context, you really need to fix the broader narket
first there and deal with sone of these issues first before
just addressing the | oad pocket problemor scarcity
pr obl ens.

If you only Il ook at the | oad pockets essentially
what you have is a situation where you're price
discrimnating so that capacity inside the | oad pocket
actually gets paid a higher price even though what you
really need is higher prices in the nmarket nore broadly.

Let ne just briefly address the other issue,
which is "mtigation creep.”

My concern here is that sone of the
aut hori zations to do cost capping, say in PIM were
devel oped in 1997 before we had any experience with the
market. Those authorizations say that any time that there
is a transm ssion constraint anywhere in the pool, there can
be cost capping unless it's one of the three najor
i nterfaces.

I think that was appropriate at the tinme when we
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didn't have any experience with the nmarket. But a |ot has
changed since 1997 and | think that we ought to be | ooking
at revisiting where that authority lies.

One of our concerns is the market nonitoring unit
in PAIMwoul d Iike to use the authorization to mtigate |oca
mar ket power to, under certain conditions, declare the whole
Northern Illinois area as a | oad pocket.

Once ComEd is integrated int PIMunder certain
circunstances, Northern Illinois is a bigger area than New
Engl and. There could be a situation where you have no
transm ssion constraints within Northern Illinois or into
Northern Illinois fromthe surroundi ng regions.

Yet that area would be declared a | oad pocket
sinply because there was a contractual constraint on the
contract path fromPJMinto Northern Illinois -- so | think
that it would be appropriate to | ook back basically at the
overal |l authorization to do mtigation in sone of these
circunstances and fine focus on where the | oad pockets are
and I think we know where they are generally in PIJM and j ust
narrow y address | ocal nmarket power mtigation to areas
where there really are | ocal market power problens.

Thank you.

MR COLEMAN. Thank you.

I know I had prom sed fol ks at the outset that ny

ti me managenent woul d be good and we'd be taking a break
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around now. W happen to have the Chairman and all the
Comm ssi oners here and we haven't gotten any questions.

So, unless there is a problem | would like to
start off with sone questions and, with all due respect to
the Court Reporter who may need a break, try and keep this
conversation going because this is really the crux of what
we wanted to get to this norning.

So if we can just go with that alternative with
sone questions from Staff and/or if the Conmm ssioners have
anything to ask of the panelists, please junp in, too.

MR PERLMAN: | have a question. | heard M.
Thilly tal k about a preference for infrastructure to help
solve sone of the | oad pocket issues. Wthin the scope of
the solutions that each of you tal ked about, infrastructure
was a conponent.

There's a point in tinme, | guess, in M.
Bow i ng's proposal where you trigger an infrastructural
approach on sone sort of |ong termengineering scarcity
anal ysi s.

I guess ny question is to each of you, 'how
shoul d the Comm ssion take into consideration the idea of a
policy that will incent infrastructure to renove the |oad
pocket issues and how can it consider that in the overal
way that it structures the way it approaches this issue?

I'"mnot being articulate but | guess it's a
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difficult thing for me to say when you reach the point where

you need to flip into that -- how does the Conm ssion have

that trigger set, if at all?

Roy?

MR SHANKER. Two things. The nore transparent
solution in the comments that nost of us offered to day was
‘get the prices right' and the generation alternatives
shoul d be there.

I"'ma little concerned with the perception that
sonehow transm ssion is differentiated absent a show ng of
market failure. That's why it's inportant to go back to
that first criterion. The fact that sonething is nore
expensive as a solution is not de facto a purpose to
mtigate or to price discrimnate -- or to exert nonopsony
power .

If the alternatives are between expensive
generation and expensive transm ssion and there aren't
barriers it's telling you sonething. It's nore expensive to
serve load in these areas and at the nmargin -- that's the
price signal we want to send.

A lot of this discussion forgets the fact that
the existing resources that are relatively adequate to neet
the existing | oads as we are going forward and peopl e have
an opportunity to hedge thensel ves agai nst those -- so what

we're seeing is not sone sort of ranpant run up of prices
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for everybody, we're seeing an unhedged portion of | oad,

peopl e seeing the margi nal cost of entry for transm ssion or
gener ati on.

Gven that, there is a concern about how do you
mtigate properly? That's always the second response after
you get the prices right. W shouldn't run hiding from high
prices if they're the right signal. This is Bill's -- you
know, scarcity is good. WMarket power is bad.

As long as that signal is there coupled with the
absence of barriers to entry, we should be happier with
hi gher prices in those |ocations and the entry will be happy
wi th higher prices.

MR THLLY: W' re not happy w th higher prices
in our |ocation.

(Laughter.)

MR THLLY: And it's not surprising that
generators don't want a robust transm ssion system because
it forces conpetition right down to the wre.

The trigger -- we're already there. Look at the
statistics on transm ssion investnent in this country over
the last 15 years -- they're pathetic.

So | think the question is, 'how do we get it
done?'" If you step back, where is it getting done?

Vel |, one place I think we're somewhat successful

i s because we've had divestiture in Wsconsin. W have a
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conpany that can build transm ssion only that cannot be
involved in generation and the only way it grows its
busi ness is by construction.

It's got a 10 year budget of $2.8 billion,
quadrupling the rate base, far in excess of what was pl anned
when it was owned by the individual vertically integrated
syst ens.

Performance based rate naking? W ought to
reward those who have robust systens and take actions
pronptly to relieve congestion. W ought to penalize
transm ssion owners who don't relieve congestion, focus it
specifically on transm ssion.

W should avoid artificial barriers |ike arguing
endl essly over whether a facility is for reliability or
econom cs. The fact of the matter is, transm ssion
construction to create a robust system benefits everybody in
the | oad pocket. Let's get it done and nove on.

There's a proposal that has been filed by
Anmeri can Transm ssion Conpany to address the real risks of
construction, which is pre-certification costs over extended
periods citing risk and construction work in progress when
you have a major construction program That will eventually
| ower the cost of capital and |l ower the cost to custoners.

VW need to find a way to enforce the obligation

to build through RTGs and to get teeth into the planning and
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bui | di ng process.

W need to create a system where peopl e can get
long termtransm ssion rights fromnew base | oad resources,
which is essential. Al these incentives sinply incent
peakers which will result in a systemthat is subopti nmm

Finally, the Comm ssion has the authority to take
mar ket based pricing away fromtransm ssion owners that
don't solve constraints. | think there's significant teeth
in that possibility.

MR O NEILL: Can | ask you a question? 1Is the
reason why you' re upset about the possibility of high prices
in your |oad pocket because you're short in the market?

MR THLLY: We're primarily a purchaser and
bei ng a purchaser in a | oad pocket --

MR O NEILL: So you are short in the market --
why aren't you long in the market?

MR THILLY: | should say we have -- everybody
has 18 percent reserves. Al the fixed costs are covered in
ny mar ket because of regul ation.

But the exposure, first of all -- the $64, 000
guestion is whether we're going to be covered by FTRs in
this market. |If you' re not, you re exposed. W certainly
don't have a guarantee that we're going to be covered by
FTRs and no way to hedge new | ong termresources.

MR O NEILL: So your exposure is whether or not
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you get covered by FTRs?

MR THILLY: That is a big part of it.

MR SINGH Al so, you suggested that transm ssion
is a better solution but if you have a | oad pocket where the
constraint binding only a few hours a year, you' re not
suggesting we should build transm ssion even in the old days
when there was a trade off between generation and
transm ssi on?

MR THILLY: [I'mtalking about areas that are
significantly constrained.

MR O NEILL: W solved the problemof incentives
| think in the gas area by basically contracting out all the
FTRs, if you will, to the non-pipeline conpanies, to the
LSEs. That way they couldn't benefit fromany of the
congestion rents that may have occurred on their pipeline
systemand certainly had then all the natural incentives to
expand t he system

Wuld that work in electricity?

MR THLLY: It mght. | thought about whether
you ought to require sonebody who's benefitting from
scarcity pricing and has generation on both sides and owns
transm ssion -- to divest sonme of their FTRs so they don't
have the benefit of those FTRs.

MR O NEILL: 1In gas we basically separated the

LSEs fromthe transm ssi on owners.
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MR THLLY: In ny market, of course, we've
di vested transm ssion and everybody's unbundl ed. But what
you have is very significant concentration on ownership and
control of the generation and concentration that is
i ncreasing -- not decreasing.

MR O NEILL: Do you see this as a tenpora
probl em now t hat you have independent transm ssion?

MR THLLY: | think if you give us five years
and we' ve constructed maj or new coal units of which the
fixed cost recovery is guaranteed for the life of the units
by state regulation, it's been put in place so there isn't
any risk -- and we get the build out on transm ssion that is
in the process of going through the certification process,
we' || have major steps and | won't have the same concerns |
have today.

MR KLEIN. Could | also respond? | work for a
generation owner that's actually near that |oad pocket.
W're in sort of a glut area and we'd like to get into that
| oad pocket.

W actually, as generation owers, would like to
see sone transm ssion built but we also view it as inportant
todoit inawy that first has the prices right.

| don't know how you woul d neasure a performance
based rate on how well the transm ssion conpany reduced

congestion if you didn't know what the congestion was in the
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first place.

Certainly the experience in LMP markets in PIJM
with Delmarva is sonetinmes they' re actually very | ow cost
solutions to relieving transm ssion constraints, |ike
upgradi ng key bottlenecks and transforners that are the key
bottl enecks on the grid that actually don't require nulti-
billion dollar investnment prograns by the utilities.

So it's quite possible that you actually go to
LMP in Wsconsin and you don't get such high prices at al
on -- certainly, I don't think that it's so nuch higher
necessarily once they go to LMP than the areas outside.

There will be transm ssion congestion during
certain tinmes but | don't think it's as persistent.

MR O NEILL: Are you saying there are cheap
fixes?

MR KLEIN. There may be.

MR PATTON: One quick point that | think is
inportant to recognize is that we all support the
infrastructure solution. | think virtually every econom st
that tal ks about mtigation says structural mtigation is
the nost effective.

That's buil ding transm ssion and generati on,
decreasing concentration. | think the critical question is
"how nmuch?" If you think about investnent in

infrastructure, how nmuch of that investnent can be private
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and how nmuch has to be either conpelled on the regul ator

venue or nore recently thinking about having the RTO

essentially being a counterparty for a contract to build

sonet hing on behalf of the load in there.

The real question is, 'how nmuch of the investnent
has to be put on this side?

The first preference of just about everyone woul d
be to say, "where you can set up a market that sends an
efficient signal, that becones the basis for the long term
private contracts that can be used to finance investnent."

That's superior, to make the deliberate choice
for certain other types of investnent that can't happen and
then to try to enploy logic to try to enploy a criterion
when nmaki ng those investnent decisions that is consistent
with how a private investor would approach it -- in other
words, 'don't invest in non-economc projects,’ just because
you have sonebody you can pass the costs to.

MR BOARING Just to add very briefly, the
Comm ssion already has in place for PIMand | assune
el sewhere a policy of howto trigger transm ssion investnent
to address congestion. Qur point in the auction, and |
think it's consistent with what David just said is that we
have to make sure we have a market eval uation heads up on
gener ation agai nst transm ssion agai nst demand si de

resources and in fact a significant incentive to do the
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auction is to ensure that we don't build nore expensive

transm ssion than the generation alternative woul d be.

It may well be we're building -- even Roy's high-
price generation woul d be cheaper than buil ding
transm ssion. W need a systematic way to ensure the market
get s eval uat ed.

MR COLEMAN: That's really ny question. |
under stand what both of you are saying but if we were to
rely on scarcity pricing, for exanple, and sonebody built
enough generation to relieve the scarcity, would they still
receive scarcity pricing going forward now that the
constraint is gone and, if they wouldn't, why would they
build it? Because the price point that they're building
t owar ds has now been el i m nat ed.

So we have to have a regulatory policy that. |ike
you said, puts in place the appropriate incentives to neet
the goals and that's sonething that your feedback woul d be
very hel pful for.

MR SHANKER: There's sonething of a "Catch-22"
involved in all this when you start to say, "Gve ne a
chance to build enough, put enough transm ssion in and
enough generation in to suppress prices -- then | don't have
to worry about this."

That shoul dn't be the goal because then, what

we're doing is assuring that there's never going to be a
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wor | d that anybody under private investnent is going to put
a nickel up to the extent that they invest other than on a
bilateral. They have no confidence that the market won't
undercut them by some sort of a socialized investnent.

It's too sinple.

Again, this is a transitory problemand Roy's
concern is that there are | oad pockets that cannot be
resol ved at any cost and only by this intervention we are
setting ourselves up for the need for a permanent sol ution
to solve this problem

Benefit is only sone sort of transitory issue of
peopl e getting over the threshold of pain. Then maybe it
isn't him Maybe it's not his custoners. But the question
i's, who pays?

Is it sonebody who | ocated resources outside the

| oad pocket because it's cheaper to build and was

essentially getting free or socialized redispatch for a |ong

period of tinme without paying for it and is now being
confronted with those costs?

Is it sonebody who's going to enter into a
bilateral to sustain it?

Is it sonebody who found it's cheaper to build
ot her resources, and we saw this in the Del marva Peni nsul a -
- sonmebody had six years to build -- they built. They built

in the wong place. They said they did it because it was
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cheaper to build where they wanted to build rather than

where it would relieve congestion.

These are conplicated questions that go back to
is it a persistent failure or sinply sonebody trying to
avoi d higher costs or reassign those costs through
regul atory mechani sns to ot her peopl e?

When you facilitate the latter you destroy the
mar ket because no one will then invest.

You' ve got to choose. If you want it to work as
a market mechani sm these vehicles that you inplenment have
got to be consistent with that down the line.

Vell, 1'"'mgoing to sit back. [|'mnot going to
tell anybody to invest, |I'mgoing to say "because you can't
count on anything." It will be a regulatory call by the
person who isn't hedged and he' |l exert pressure to get
sonebody to enter into a long termbilateral that would be
soci al i zed across the market and cut down the prices where
you['re trying to make a profit on your investnent.

DR HOGAN. 1'd like to endorse what Roy said and
say that David s question, which cones up a lot, also
contains the seeds of an answer, at |east a partial answer,
to the question.

What you were identifying in there was a narket
failure. And it had to do with "lunpiness.” If the

generator was so big or the transm ssion investnent was so
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big that before the fact there was expected there to be a

| ot of congestion and, after the fact, there wasn't any --
and so it wouldn't support it -- if that is the situation,
the only way to do it where other alternatives are nuch nore
expensive, then | think you' re in a market failure problem
and you need sone kind of regulatory solution to that, |ike
soci alization of the costs of that and putting it in the
participant kind of funding framework nmandatory.

But if it's not that, or there are other things
which mght be a little bit nore expensive, ex ante -- who
knows, given these engineering cost estinmates and so on -- |
woul d stand back and say "no, there is no market failure"
because, if you can nake small investnents al ong the way
then you don't have this big inpact that you' re talking
about and you can nmake noney on the small investnents and
recoup them over sone reasonable period of time and you can
et the private market do it.

In order to avoid the kind of problem Roy's
tal ki ng about where you pre-enpt the market and you insert
yourself into having to solve every problem which is right
where you're heading if you don't do that -- then this is
the demarcation -- what is the rule for deciding when there
is sonething that requires that regul atory sol ution?

I think that's basically "lunpiness"” in the sense

of big scale -- it's the only way to do it. There's only
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one site in San Francisco and that's it and you have no

choice -- or sonething |ike that.

Those are pretty rare circunstances | woul d argue
and I would | ook at themvery hard. Then, after you | ook at
them very hard and you' ve convi nced yourself that was the
only thing you could do, then you get into the regul ated
worl d where you're trying to do that.

But | would | ean against that and say that, "if
it's not the case, let the market solve that problent
because you don't have the situation that, ex ante, the cost
of congestion is going to di sappear.

It mght disappear ex post -- tough, okay?

Because, as Roy Thilly says -- translating it and
saying it slightly differently, 'you have no right to
preserve the rents.'

Conpetition cones in and sonet hi ng el se happens
and you get surprised and you nake an investnent that
didn't' work out? It didn't work out. So you | ose noney
and that's the discipline that's supposed to be there.

But ex ante, when you're doing this analysis, if
you can't see that that's going to happen for sure, then |et
t he market sol ve the probl em

Say you conpare transm ssion and generation in
di scussing "lunpiness"” -- but is there a difference?

Because | think to find congestion in a particular interface
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and then rely on nmarket signals is one thing.

But when you go over to the generation side and
you tal k about scarcity pricing to rely on OP-4s, any tinme |
can have a signal above what Joe calls the "conpetitive
| evel short termmarginal cost” in a tinme of shortage -- is
that realistic? Does that have inplications or concerns for
or with reliability today, and so on.

PROF. HOGAN. | was trying to address the
particulars of David s question. The problemof 'we
desperately need this plant to run but you can't nake noney
running it' -- that's sort of the framework for a | ot of
this conversation -- is a signal to me that there's
sonething wong with the market design.

That's what David Patton has gone through as
exanpl es of, and others, to sort of fix it. He has the five
steps, the best way to do it, then the next best way to do
it and so on -- until you can get those price signals right.

Now, there may be situations where you can't fix
it. You don't know howto fix it.

An exanmple in the present framework woul d be
where you' re providing not capacity, so it's not an
operating reserve problemand not energy and so on -- it's
basically reactive power and we don't price reactive power.

So ny answer is, 'price reactive power.' But

that's another | eap we have to go through and, until you can
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do that, the other solutions don't work and you have to do
sonet hi ng el se.

But | think these are pretty rare actually. |
think if you focus on the market design questions and you
get these scarcity pricing and opportunity cost pricing
correct theoretically and in practice, nost of these
probl enms go away. That's ny belief.

MR PERLMAN. How do we neasure that, though? |
think there's a |lot of appeal to what you're saying -- as
soon as you raise the prices you fix the market design -- as
Davi d Patton has suggested.

And then you guys say there's not enough
certainty of revenue because it's volatile -- or sonething
like that -- and you don't get the expected investnent to
address what you've put in place.

Do you just say "we've done our job because we've
given the appropriate price signals even though the
financial people won't react to it as we woul d expect
rati onal econom c people to do?"

Is that the extent of our job? Do we have to
associ ate what we're doing wth the expected outcone?

O should we do the best we can in an narket
context then let the market sort it out?

PROF. HOGAN. My answer to that question, if

you're directing this to nme, is | would | ook very hard at

94



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263 95
DAV/ | 0]

these market failure problens, try to get the market

designed as well as we can do in that and then, unless | can
cone up with sone expl anati on about what the failure is,

i ke the "l unpi ness" explanation, to |ean toward the market.

If it turns out that I've put all these things in
pl ace and the prices are going up, then Wall Street says
"we're not going to invest unless you pay us this very high
cost of capital."

I think there's a nessage there which is that
it's risky to invest in this |ocation going forward.

Maybe that's a good idea -- not to invest.

Having you do it doesn't renove the risk. It just
redistributes it.

Unl ess you can show ne sone reason why we're
creating risks that woul dn't exist otherwi se and that woul d
be the "market failure" kind of problem-- but if the
problemis we don't know what the congestion is going to be
int his region for the future because lots of things could
happen, well, that's life.

So maybe the right thing to do is to do a lot of
short termfixes, recognize that prices will go up and
peopl e address demand.

Roy's not happy with this but shut down those
alum num plants in the Northwest and go sonepl ace el se.

(Laughter.)
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PROF. HOGAN. | understand that. ['Il be happy
to do it without giving the same answer but it's not obvious
that that's not a nessage -- that you shouldn't invest
rather than, Ch -- if you know what investnents we shoul d
make and you are sure, do it.

But don't bother with electricity restructuring.
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MR PATTON: A couple of thoughts I'd add to
t hat .

| agree 100 percent with the notion that these
i nvestnments are not nearly as |lunpy as people think they are
when they think through them

In nost cases what happens when you see
generation being built is not that the scarcity is huge and
then it goes away.

What happens is you go from25 hours of scarcity
to 15 hours of scarcity -- it's equilibriumthat the narket
is searching for there and you can't overbuild.

And | think one thing to recognize in terns of
the scarcity pricing signal is | don't believe the financial
community is looking for stability in the spot price.

They' re |l ooking for stability in revenues that a generator
can mnake.

A highly volatile spot price will lead to an
attractive forward contract nmarket for the generators so the
threat of price spikes and shortage on the spot narket,
assumng they're efficient, will then | ead to new generators
being able to sign contracts with either |oads or others and
bring those contracts to Wall Street.

They' re not going to show up with a forecast of
what they're going to nmake selling their power in an hourly

spot market and hope they get financed, | don't believe.
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MR BOMRING | beg to differ by what's been said
by the | ast couple of speakers. |It's fine to talk about
scarcity pricing and it sounds like it nmakes sense from an
econom cs perspective, but tell nme exactly what that neans
in a |oad pocket where you have all the generation owned by
one generator, where you have nore than enough generation --

you have tw ce as nmuch generation as you need in order to
serve load in the transm ssion -- what does that nean
exactly?

It neans pricing at marginal costs. There is no
scarcity in that situation. |If you get to the point where
you're scarce it's also fine to say we should | et people
decide not to invest. W can have shortages and everyt hi ng
will work out in the market.

| don't think that nakes a whole |ot of sense in
a systemwhere ultimately you need to have a reliable supply
of electricity.

Finally, what | would add is, that you certainly
need to have a market nechanismto eval uate those risks but
sinply kind of falling back on the term"scarcity pricing,"
| think needs to be exam ned very carefully before one
sinply says that scarcity pricing is the solution.

MR PATTON:  You "beg to differ” but | didn't
hear any difference.

(Laughter.)
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MR PATTON: | don't think anyone is suggesting
shortage pricing where there's no shortage -- in your
exanple, you're right. |If there's a surplus, the fact that

you've put in provisions that would reflect the val ue of

f oregone reserves when you can't hold your reserves, those
provi sions woul d just never set prices in a pocket where you
have a surpl us.

MR BOARING But ultimately your scarcity
pricing is admnistratively set -- how are you going to | et
the market determ ne what that price is? Even in the
aggregate market you don't want to let the bids determne
the price. | would assune the sane is also true in the
pocket .

Agai n, you have to have a defined reserve under
your fist option and then sonehow a market overseer woul d
set the price.

MR PATTON. | don't agree but accusing it of
being "adm ni strative," and that sonmehow is a bad thing?
Because all these markets have operating reserve
requirenents.

The only thing that constrains how nuch PJM or
anybody else will pay to maintain their reserves is the
t housand dol | ar offer cap.

If there were $2,000 of electricity available

from Canada to New York we wouldn't buy it because New York
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has said "there's a $1,000 offer cap." So inplicitly your
reserves can't be worth $2, 000.

Carrying that through in terns of what is the
demand for operating reserves doesn't have an econom c val ue
-- let's stop pretending that it doesn't.

You can say it's admnistrative but it is
| ogically consistent with everything else that we do in
t hese markets.

MR BONRING It's fine to recognize it as a
val ue. The question is, is there a market nmechani smthat
can elicit that val ue as opposed to sonebody setting the
price?

MR ONEILL: 1Isn't there a self-correcting
mechani smfor scarcity pricing that, if you get it too high,

t he buyers can bid into the market and counter the scarcity

pricing?

MR, BOANRI NG  Yes.

MR ONEILL: So there is a self correcting
mechani sn®?

MR BOARING |'msorry you have to say that
agai n.

MR O NEILL: If you get the scarcity pricing too
hi gh the buyers in the market will recognize that and bid
into the market and that will be a self correcting

conpetitive answer.
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MR BOANRING D dyou find that satisfactory in
Cal i forni a?

MR O NEILL: Yes.

MR THLLY: Can | just back up a little bit?
The facts are so inportant. A lot of the argunent that I'm
hearing about generators getting entry, the price scarcity
and price signal inspiring that -- where | live the driver
for the construction of generation is the retail ratenmaking
and the state policies that provide for the recovery of
fixed costs over the long termfor rate base.

W don't have any RTPs that are going to cone in
the market other than under a |long termcontract with one of
the existing investor-owned utilities so it doesn't change
mar ket share at all or create conpetitors.

So | think those differences nake -- they nean a
lot. You have to recogni ze that when you' ve got these sort
of gl obal sol utions.

MR SCHNITZER | want to nmake a point in between
the di al ogue that just occurred. |'ve agreed with David, I
think at the FEVA panel, that this pricing of operating
reserves on a |ocational basis nmakes a | ot of sense.

That isn't going to elimnate the need for
potential mtigation in those markets because you can still
have hi ghly concentrated ownership of the people who can

provi de those reserves. That's the exchange that was j ust
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happeni ng here, the fact that prices aren't clearly high
enough to keep people fromretiring capacity when you need
it is a synptomof the problem

W can have a pricing nmechanismto hel p correct
that but that doesn't nean there isn't going to be a need
for mtigation there as well if we have concentration and, |
think, for a lot of existing -- of the circunstances that I
spoke of and that Joe spoke about where you don't have
scarcity, you have enough generation and transm ssion to be
over the problembut you' ve got sonme potential exit issues.
You're going to find a high correl ation where you' ve got
enough concentration in that | oad pocket that you' re still
going to have to have sone sort of mtigation of capping or
over capping or whatever, even with these enhanced reserve
markets, which I think we agree would be better than what we
have.

That isn't quite to say, "you know, let's just go
to $1,000," necessarily as the right answer in that world,
that' s nunber one.

And going all the way back I think to that Roy's
original question -- | renenber Bill hosted a session over
10 years ago where former Conmm ssioner Stalon basically
observed -- "would it be so expensive to just nmake the
transm ssion system unconstrai ned?" Renenber that?

This would all be a lot easier if, in fact, it
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was al ways qui ck, cheap and easy to renmedy transm ssion
constraints. The fact is, it's none of the above and so, in
everything we do, there is and needs to be an economc
conponent. W shouldn't have, as a command and contr ol

goal, to elimnate congestion, to elimnate transm ssion
constraints to elimnate | oad pockets uninfornmed by the
economi Cs.

What ever we do has got to recogni ze those
econom cs and, as the speakers alluded to on either side of
me, "if not, what are we thinking about in terns of
conpetition and generation anyway, because we will have
killed that."

MR BANDERA: A follow up on the distinction
wi thout a difference between Joe Patton and Joe Bowring
before -- they both agreed that, when there's a surplus
situation and it was concentration that allowed soneone to
have market power, they both agreed that mtigation is
appropriate under those time periods.

It sounded to me that before, conpetitive prices
shoul d prevail under that tine period, that conpetitive
prices is the marginal cost of the least efficient unit.

I was wondering if everyone agreed with that type
of approach frommtigation under those circunstances?

MR PATTON. There's two things there.

In general | would agree with Joe. Wiether it's
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cost plus-10, whether it's sonme conduct and inpact that's
defined by a tol erance band, when you have a surplus and
concentration of ownership, you re not just looking for this
pricing. You' re also |ooking for w thhol ding. That goes
part and parcel with it.

But the other side of why it is desirable to go
for the scarcity pricing is because now, when that does
trigger, when we do see those opportunity costs, the
m tigation al nost becones trivial because that offer price
isn'"t going to be setting a price any nore. They're going
to be | ooki ng agai nst where you are in the reserve violation
and however we've conme up with it, the $1,000, whether it's
t he opportunity cost of the shadow prices of sone
constraints we're seeing that are binding external narkets
or whatever -- 1'm biddi ng whenever | could and it's
irrelevant at this point because the mechani sm for
mtigation is now saying "the right price is blank" and
that's what it's going to be. It nmakes things a | ot easier.

These two argunents sort of di sappear once we get
t he other pricing nmechanisns in place.

MR BANDERA: So we're tal king about a regi ne
where there's bid mtigation that restricts bids at tinmes to
mar gi nal cost type proxy -- whether it be cost plus or the
anp type

MR SCHNI TZER M answer to that woul d be
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"except in category two."

If you' ve got an answer where that reserve market
is only a small nunber of the hours of the year and that
unit's a contributor, it's there for when it needs to clear
that reserve margin and when it's there, there's enough and
there's sonme surpl us.

And when it's not there, it isn't. | don't think
mar gi nal cost plus ten percent is going to do the trick
necessarily where the whole nmarket is oversupplied and
there's no | CAP revenues to speak of.

MR SHANKER: Then there should be sone sort of a
| ocational agreement or the opportunity costs for the
| ocational reserve violation of those two hours is huge.
It's one or the other.

MR SCHNI TZER. But again, you can change the
| abel s but you're still going to back yourself into the fact
that, whichever market it is, it's concentrated. So if it's
| ocational | CAP market, you don't want that person to be
able to bid newentry prices if you don't need new entry.

You can have that in the | CAP nmarket. You can
have it in the locational reserve market. You can have it
in an energy market, but it's the sane problem You' ve got
enough right now.

But you have concentration in terns of who can

offer it in terns of which every set of markets you recover
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it fromdon't disturb the underlying fact that there's

excess or surplus and there's concentration and you have to

deal with that.

MR SHANKER: That starts to sound like a failure
and if it starts to sound like a failure it may be that that
unit should not have been divested, or if divested there
shoul d be sone sort of conpensatory structure for the whole.

Looki ng at both fixed and variable costs, we can
always talk our way into "there isn't a good mtigation
strategy or pricing strategy if we predicate a narket
failure.”

David just drewa little circle earlier. If we
get to a small enough situation, sonething that is
physically unique, a single generator in a specific |ocation
where there are probably significant barriers to entry
because of the fact that they are al ways needed, then you
are probably going to ook at a solution that is not
predi cated on nmarkets, at |east not as fully dependent on
market price and has a significant admnistrative elenment to
it which says "let's try and send the best price signal we
can, take a |l ook at what's mssing and pay the rest."

MR SCHNITZER | don't think even in the
circunstances | was referencing that you can't rely on offer
caps of sone sort. Just saying that they're going to be

$1,000 or new entry by default may not be the right answer
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in those circunstances. There may be a bunch of those and
they nmay be persistent.
But | think that's an indictnment of the whole
mar ket based system | agree with what's been said here,
that we ought to stick with offer caps as opposed to price
caps or other contractual arrangenents where we can
MR THILLY: Can | take a nonment to just respond
to Mchael's question about transm ssion? |'m not

suggesting that you don't take economics into account in

building transm ssion. |'mnot worried about overbuil ding
and | don't operate under the illusion that we really are
going to get a robust systemthat elimnates all |oad
pocket s.

But we can get a lot closer than we are today.

What's key is, we've got to recognize that there
are many nore and nore difficult barriers to the
construction than building a peaker or a conbi ned cycle

generation unit.

The pl anning process is conplex. It has to
i nvol ve a nunber of different parties. It's got to bal ance
needs. It takes a lot of tinme. |It's transm ssion
facilities have to neet multiple purposes. It's not a

sinpl e worl d.
V¢ increased inport capability in Wsconsin about

3 or 4 hundred negawatts in the last year and a half. The
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result has been creation of many internal constraints

bet ween the control areas w thin Wsconsin.

Hard -- state siting issues are nmuch nore conpl ex
on transm ssion than generation. Then we have a nunber of
pl ayers who woul d be hurt by the construction of
transm ssi on and who have a | ot of power.

So we've got to take a different approach than
just sinply saying "conpete agai nst the construction of a
peaking unit." That's not going to solve or problem

MR TIGER Perhaps to get back to sone of the
financial point of view, we've had a | ot of discussion about
the energy price to go back in the financing nmarkets today
or going forward in the absence of a contract, regardl ess of
the | evel of whether electricity, the energy price, is
mtigated -- will you get new entry into | oad pockets solely
based on volatile energy prices -- as a first question?

MR NAPCLI TANOG. This will be a generalization
but the capital that is sophisticated enough to understand
the conversation that just occurred, to quantify what was
just said, to price-risk of what was just said and decide to
bear what was just said -- that capital is currently funding
ot her ways to nmake noney than el ectric generation --

(Laughter.)

MR TIGER That said, right? Wat may be of

David' s five elenents and here we're predicating that you
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actual ly need new generation in a | oad pocket, what woul d be

nost anenable to capital actually conmmtting to that | oad

pocket --

MR NAPCLI TANO. Several of the gentlenen
t hroughout the course of the conversation really have
brought out sonme of the concepts we have started with,
separating fixed and variable risk and return on and return
of capital -- one of the comments | nmade in ny renarks was,
debt | earned a | esson the last tine when they took equity
risks -- it doesn't want to do that again this tine.

W all understand that debt is the cheapest cost
of capital in the capital structure to aimat these
solutions and a | ot of the conversation that has occurred
has really tal ked about the revenue in the market as opposed
to what an investor will ook at as a forced cost to decide
whet her they want to bring the capital or not.

Debt goes first then equity is going to have to
do sone sensitivities to decide where its tol erance is.

So there's a mnimal cost that equity does have
to get confortable with and the tension is between that
implied cost and where all of these nmechanics on deciding
revenue line up to see if there's a positive intersection
poi nt .

But 1'd argue without the debt the equity becones

a lot nore interesting because of your saying it's only
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equity that can invest in this market -- you' ve got a cost
of capital that just doesn't work for sonmething like
infrastructure.

MR BALIFF. | think the thing we're not al so
taking into account is again the cost of building in these
| oad pockets. W can tal k about whether the market signals
are there but you can't |eave out the nature of the
construction, right? The nature of the construction right
now, at least in ny experience in the three or four projects
we're trying to build in New York, Wsconsin is al nost
unknown when you | ook at projects that very sophisticated
peopl e who understand construction are seeing two tines the
cost in the eventual price -- you're tal king about not being
able to get the equity sponsorship first and, as Frank
tal ked about, in order to analyze this for debt, there's
just so many nore opportunities to nmake noney -- when the
i nvestors, whether it be taking place on regulatory risk in
California and buying the debt, the distressed debt of some
of the utilities there, there's just better and easier ways
and nore certain ways to nake nore noney.

That's really | think the bigger issue.

That being said, there is nmerchant risk being
taken today. The SES transaction | keep going back to is
about to get financed in the next two weeks. There is a

merchant risk there. That contract is only 10 years and
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that contract, if people get the next present value, is a

pretty long contract in today's world. That still cannot

finance the asset, the cost of the asset is just too high.

It's around $2,000 a kilowatt. That's a coal plant in

Arizona, okay?

So when you finance these plants in | oad pockets
there's going to be a certain anmount of nerchant risk --
what you call an anmount of volatility risk -- that is
primarily being taken by the equity and it nonetizes itself
by how nuch equity is available in the capital structure.

There is a way possibly froma regul atory
standpoint -- | think New York thought that the Liberty
Bonds, for exanple, would help finance these types of
infrastructure. | can tell you that will not happen.

Li berty Bonds have a prerequisite of being
i nvestnment grade -- right now to get an investnent grade
rating fromthe agencies and, by the way, we haven't even
mentioned the rating agencies, okay?

And you know Frank and |I are trying to foll ow
along, both Frank and | have | think Master's degrees in
engineering -- we're trying to foll ow these agenci es.

Forget about the agencies -- they're taking a
very different view You're really |ooking at very
sophi sticated, what we alnost call the "l everaged nmarket" --

high yield investors | ooking at these nerchants and Frank
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introduced it with a very good comment, "There are better

ways to nmake noney el sewhere.”

MR SHANKER: The conclusion on this though
shoul d be that everything you do to reduce the risk of that
hi des the price of that to the people who are consum ng at
the margin, in the | oad pocket. That's what's disturbing,
the fact that soneone is comng in and saying "yes, | really
need that five-year contract or that eight year or 10 year
contract” -- to make it work.

The question is, "why isn't the load in those
| ocations willing to step up to that obligation if that's
what's necessary?

And if they aren't what are we doing to diffuse
the information such that you're sitting here and we're
undercutting the market potentially by taking an action on
an RVR agreenent that sonehow socializes those costs -- so
that we can keep people fromseeing the fact that it m ght
be a $2,000 a kWin-city unit.

That is ridiculously expensive, not because you
can't enter the market but because it's ridicul ously
expensive in certain |locations to build. There's nothing
wong wth that. |'mnot troubled by the fact. | nean,
there's a lot of things that are expensive in New York.

Al nost everybody that lives in this area knows, to replicate

your housing in New York, you pay five or six tines nore.
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It's not inconsistent with that to say "yes, it
costs two or three tines nore to provide electric power
where it is needed for reliability inside the city."

The question is, 'do you want to set up policies
that hide that fact from anybody's consunption?

MR PERLMAN: A question that | have for you -- |
under st and what everybody is saying here, what M. Thilly
sai d about "associating the retail regulation with the
whol esal e regul ation” in nmaking all this work seens to be an
i ssue to ne.

In alot of the markets we're tal ki ng about, the
distribution utility is a default service provider with
maybe a one-year RFP or sonething |ike that and they have,
as far as | can tell, no incentive to enter into any kind of
long termcontract -- in fact, they have a disincentive in
the retail marketplace froma regulatory perspective because
they're trying to incent retail conpetition and the retail
service providers don't have the bal ance sheet to do this
nor do they have the custoner base going forward.

So we're stuck with the situation where the price
signals you're tal king about may incent a rational LSE to do
this if they weren't stymed by other types of regulatory
incentives and were stuck in this betw xt and between worl d.

These guys are saying -- what they're saying and

t he peopl e whom we woul d expect, all other things being
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equal, to sign the contracts won't do it because of their
ot her incentives.

I don't know where we go fromthere but that's
think pretty nuch what we are seeing today in a | ot of
pl aces and it doesn't nmean that any of it is wong. |t just
needs to fit together and I'mnot sure it does.

Do | have that wong?

MR BOARING | think the institutional issue you
identify, particularly as we nove away fromintegrated
utilities where the transm ssion owner and the LSE are the
sane conpany -- you've identified exactly a really
significant institutional issue and an incentive issue going
forward -- that is, LSEs will not be and are not now | ong
termentities.

Therefore they are not going to be there a |ong
time. There's no guarantee they' re going to be around a
long tine. Not only do they not have any desire to enter
into long termcontracts, but they m ght not even be able to
financially. That's certainly an issue.

And then it links back to the financial question
because, while what Roy said is certainly a fair conclusion
to draw, that the risk needs to be priced into the val ue of
the power in the | oad pocket, it's also the case that you
need a transparent, really straightforward nmechani sm which

is what the investnent folks are telling us, that shows
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peopl e they can nmake enough noney to cover the costs and
will there fore actually invest.

W don't want to be creating, adding, regulatory
risk -- neither do we want to be suppressing it.

MR THILLY: There's another el enment to what
you' re tal king about that nmakes it even nore difficult. In
ny area, if you have a utility that has part of its service
in a |oad pocket, say the Upper Peninsula of M chigan, which
is even worse than where | am and a lot of territory not
there -- they, on a retail basis are going to average their
nodal costs and the fol ks where the real problemis are not
going to get the signal

The only entity that's going to get the signal is
the snmall municipal entity that's already there. That
creates a trenmendous equity issue, | think. The signa
doesn't go through. The peopl e consum ng don't get the high
price signal we're tal king about but the generator gets the
hi gh pri ce.

MR HOGAN: | think this is a great opportunity
for exercising regional deference --

(Laughter.)

MR HOGAN. -- so the need to nmatch whol esal e and
retail is certainly a legitimte issue and you want to nake
sure you' re not doing sonething which precludes people from

doi ng whatever they want to do on the retail side.
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But | don't think that that translates into "it
is the job of the federal regulator to undue what the state
regulators are doing with their retail regulation.”

If they choose to have a big zone in the state --

| wouldn't recommend that they do it, but I would also even
nore strongly recommend that you not try to undo what they
just did -- because they chose to do that there.

If they choose to have not a core-noncore nmarket,
but to have all retail custonmers dealing with the
mar ket pl ace and LSEs who |l ast for six nonths and they keep
sw tching back and forth, that's their choice.

| wouldn't do it that way personally but that's
their choice. 1 don't think you have to undo that and I
think if you have a viabl e whol esal e market to design, and
the property rights that go with it and all the other kinds
of things we've been tal ki ng about here, you can |leave it up
to themto decide.

Sone of these custoners are big enough so that
they can internalize these problens and they'll contract and
they' || deal with the problem

The nmuni s that actually have | oad serving
obligations will go contract if the property rights are
there -- that's an issue that you have to worry about,
maki ng sure that they can get those things.

But | don't think you should be worrying about
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problens like really bad retail design in the state. W

have to change the whol esal e narket design in order to undo

what they're doing in the state because | think that's a
guagmre that you' re never going to get out of.

MR COLEMAN: |'mnot suggesting that. The only
point | was making is that what we're hearing is, if you
stimulate pricing, the LSEs may contract. But if there's
sone intervening state regul atory programwhich may be fine
-- 1 don't think we should tell themto change.

MR HOGAN: Then they won't contract.

MR PERLMAN. That's right. Have we achi eved our
goal or should we care?

MR HOGAN: You shouldn't care.

MR SHANKER Al you do is drive the risk up
because the guys on that side of the table are going to
pl ace a price on doing this that's going to even be nore
expensi ve.

W go through this discussion and you' ve probably
heard ne a ot say that we shouldn't let the retail tail wag
the right price signals at the whol esale | evels of the
whol esal e dog -- we go through this all the tine.

W do lots of really weird things in whol esal e
mar ket design to accommodate bad retail design and, if the
net result of that is that retail regulation is increasing

the risk of wholesale capital formation, but we're out of
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the way of it, that's the way it cones out.

O herwi se you just cascade. |If you want to stop
that then you're going to say "I'mgoing to tell you what
the right place should have been" despite the fact that
t hey' ve got this bad design and the only way you' re going to
be able to do that is you're going to step in and start
contracting.

Who are you going to contract for it? You're
going to contract with the retail custoners via the LSEs as
the 1SOor the RTO-- we're going to be back in centra
pl anning and we're going to get rid of the market.

If you want that solution, we should step back
and do a whol e bunch of other things consistent with that,

as opposed to pieceneal pick out stuff that will suppress

price.

If you want to do it, be fair and conpensatory
across the board and say "I give up,” but to sort of cherry
pick and say "I'ma going to mtigate or control costs" or

suppress price in one area where there is a true price
signal comng through, but it just isn't "acceptabl e" and
the retail prograns don't work with it -- this isn't really
viable long-term It's a disservice to everybody in the
mar ket .

MR GRAMLICH Could I follow up and maybe get

some other comments on that? It strikes ne, if thereis
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scarcity in a |load pocket, investnent is needed if the LSE
for whatever reason is not naking the investnment, Roy put
out the theory that the alternative is the RTO and | think
we' re seeing that proposal in various forns crop up in a few
of these markets, going back to kind of the original concept
of an RTO and 1 SO

Is it an appropriate role for the ISOto be in
that position? You ve been doing this for a long tine.

MR HOGAN. | will argue that, no, you have to
tal k about what the alternatives are but | think, just as
Roy said, it's the slippery slope problem

You just inevitably are going to get into -- that
creates incentive which creates nore problens that you have
to intervene and pretty soon you're doing everything.

Unl ess you can find some way to define a
principle at which you're going to stop -- | don't know how
to avoid that problem

If the custonmers are just not going to do
contract and they're just going to live with high and
volatile prices and shortages and |ights going out, | don't
think that's consistent with the notion that we got the
mar ket design right and the scarcity prices are correct and
there's no generation that's prepared to go in there.

It mght be better if custoners did it on their

side -- it mght be easier and so forth, but at sone stage,
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the generation's going to go -- and I'll invest.

(Laughter.)

MR KLEIN. Rob, 1'd also like to respond a
little bit on this because | think the Conm ssion should be
encouraged by what is going on in New York Gty, which is
the one area that was on the top of David' s |list where al
the market design elenents are ripe for a | oad pocket.

You know, there are projects that have gotten
built. There's East River Repowering, Ravenswood Four, SES
and one of the nobst innovative projects we've seen is a
merchant DC tie, Conjunction, which is bringing 1,000
megawatts from Upstate New York down into New York Gty and
is able to do that on a nerchant basis in part because al
t he market design elenents are right.

It's also the case that there are probably 10, 000
megawatts of other projects, sone of which are not getting
financed in New York Gty -- maybe what we're seeing is the
right result when the market design is right and New York
City isreally just about the only place where it really is
right for a | oad pocket according to David's |ist.

MR PATTON: Let nme nodify and just say what |
sai d about New York Gty --

(Laughter.)

MR PATTON. It was -- its the only place where

they're attenpting to do any of the first three itens on the
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list. They're certainly not doing the first one. But they
do have the | ocational | CAP which is hel pful.

MR THILLY: | can't help but respond to the
position "we should ignore reality.” The first thing |l said
was "you' ve got to pay attention to the facts"™ and ignoring
the retail reality, the economc drivers and the facts in
t hose situations because sonehow we think the retail system
is bad results in inplementing this in large parts of the
country and in the imaginary world that exists on paper, but
is not going to produce the results that you want.

If the objective is net benefit to custoners
you' ve got to design a systemthat's reasonably likely to
produce that for custonmers and not just sinply ignore those
folks that are in states where you think they' ve got a bad
system

| don't think that results in a just and
reasonabl e rate in those areas, the whol esale which is the
Comm ssion's obligation --

MR GRAMLICH Roy, you don't disagree with the
idea that it should be the |oad serving entity's obligation
to make the investnent, do you?

MR THI LLY: No.

MR GRAMLICH  Your state certainly has the
ability to do this.

MR THILLY: | agree.
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MR GRAMLICH  You woul d not support the I SO 30
RTO negotiating and signing long termcontracts.

MR THILLY: No, | don't like that nodel. 1'd
much rather do it nyself.

MR GRAMLICH On the institutional question, |
think you all agree, or nost of you agree.

MR HOGAN. If Roy is referring to me, saying we
should ignore the retail, that's not what I'msaying. 1|'m
saying there are things you should do that are under your
control that are extrenely inportant to do because you want
to support the retail markets, like getting all these design
i ssues correct, like the allocation of the property rights
and the FTRs that he's legitimately worried about -- make
sure that's done well so that you can go forward. You've
got all the other problens in setting that thing up.

But after you' ve set that up and you give them
all the opportunities to participate in this, if they decide
they're going to give away electricity for free, if they're
going to stop, take all the neters out and they're just
going to |l et people consune because it's better because it
attracts industry, | don't think that you should just say
"well you know | guess we just have to solve that problem
for them sonehow. "

If that's the choice they nake they should Iive

wi th the consequences of that.
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So there are a ot of things you should do so you
don't ignore thembut you don't have to undo things that you
don't like that they' re doing and then torque the design of
an efficient whol esale market in order to correct for the
things that you don't |ike that they're doing.

MR PERLMAN: Can | ask a | ocational |CAP
question? Does |ocational |CAP raise questions of
| ocational market power if you end up with a situation where
the entity that is in the |location has sonme kind of
concentration issue -- and how do we address that problem
and not blunt the price signals that the |ocational I1CAP is
designed to create?

MR PATTON: | don't think it creates the
problem The problemexists no matter what you do. |In any
of the alternatives, if you have sonebody who is the
dom nant supplier of capacity in that area they can create
hi gh energy prices, high capacity prices -- | think what you
want to do to mtigate that in the locational capacity
context, | think the demand curve for capacity is very
hel pful, not allow ng people to wi thhold the capacity.

In other words, if | need 1,000 negawatts in sone
area, you need a systemthat recogni zes how nuch you have
and doesn't allow a supplier to nake you believe you only
have 800 negawatts by w t hhol ding sone of this capacity.

So it's a problemthat's nuch nore acute in the
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| ocational ICAP. |It's also a problemthat you confront in

br oader capacity markets al though not as severely.

MR BOARING Could | just add, given that |
think that all capacity nmarkets have al nost by design market
power issues, it's certainly the case as David said that
al though the | ocal |CAP doesn't create nore market power it
certainly reveals it as you nove to a snall area -- there's
absol utely no question you' re going to have extrene nmarket
power and selling capacity.

That's why, rather than basically setting a
price, a local price, which is what local ICAP ultinmately is
going to boil down to, unless you have sone, again, mnarket
mechani sm for exanpl e, which permts new suppliers when you
need new capacity to bid agai nst one another, for exanple an
auction, in an market mechanismin order to reveal a market
based price, | think the auction alternative has to be
preferred to the alternative where you sinply are setting a
| ocal 1 CAP price.

Unl ess |''m m sunderstanding David I think using a
demand curve or telling people what they have to bid if they
can't withhold is effectively equivalent to setting the

| ocal 1 CAP price.
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MR BANDERA: Coul d soneone explain the
di fference between what the demand curve for | CAP is versus
sort of contrasating it, a vertically inelastic demand for
| CAP? It seens to ne when you define an | CAP requirenent
and say you're willing and that's the requirenent, that's
just an inelastic demand curve versus putting in place.

MR PATTON: That's right. It's variable
capacity. But nost of the capacity nmarkets at |east when
t hey began had vertical demand curves. So we said the
requirenent is the single point and the deficiency price is
sone price that we're going to cap the capacity price at.
What the demand curve does is attenpt to recogni ze the fact
that an increnental capacity over the m ni mum requirenent
has a nunber of benefits so that for both reliability and
the fact that it reduces the instance of a shortage on the
market the effect it has is it changes the capacity
suppliers' incentives because if they w thhold instead of
going froma price that's close to zero to a cap, the price
effect is mtigated.

MR SHANKER:  Derek, you have two sort of
fundanental problens with the capacity markets -- inelastic
supply and inelastic demand. The denmand curve is an attenpt
to make -- | want to say add -- elasticity on the denmand
side and to allow variable quantities so that you m ght be

happier with 17 percent instead of 18 percent, pay a slight
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premumfor that if there's a shortage.

The ot her side which people are | ooking at and
you can do this and, to sone extent, it's a variant of what
Joe was tal king about in the auction structure, is create
elasticity in the supply side by creating a wi ndow that's
wi de enough for new entry and have people conpete to offer
on that basis and you can have both of them together.

You cam m x and mat ch because fundanental |y what
you're trying to do is beat the market failing on inelastic
supply and demand by gi ving an opportunity on both sides for
a response.

MR O NEILL: Joe, can | ask a question? | don't
di sagree that when you need capacity it may be appropriate
to conduct an auction. Wiy doesn't the LSE or the state
oversee that auction?

MR BOARING | don't have any vested interest in
who runs it. | think it's inportant that it be run in an
conpetitive manner

The point David nmade earlier is that LSEs by
design typically aren't in a position and don't have the
incentive to do that. Maybe the state or sone other entity
-- it doesn't have to be the 1SO but what it does have to be
is an institution that has the ability -- you're not buying
the capacity, you' re not participating in the auction.

You're sinply acquiring it on behalf of the |oad and the
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| oad woul d be obligated to pay it.

The 1SOwas clearly in a position to do that but
there's no reason it shouldn't be the ORT rather than the
state.

MR ONEILL: 1In the white paper we sort of
i ndi cated that resource adequacy was a state issue and that
the state was responsible for it. Wy wouldn't it be the
responsibility of the state or the |ocal LSEs?

MR BOARING Again | think there's a very good
reason why it's not the local LSEs. W've set it over
anot her --

MR O NEILL: Because the states chose a bad
retail market design?

MR BONRING -- I'll leave those words to be
yours.

(Laughter.

MR BOARING But nonethel ess the way things are
structured is LSEs don't have the incentive or perhaps the
financial capability to enter into a long termcontract so,

given that and given that there's a need for a long term

contract in order to provide revenue stability to generators

to solve reliability issues in the | oad pocket in order to

make them fi nanceable, clearly there has to be sone way of

obligating load to pay the costs of the generation power for

expenses if it is.
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MR O NEILL: 1Is the reason why because they
don't see the full cost of not hedgi ng?

MR BOARING Is the reason why what ?

MR O NEILL: If you don't have the incentive to
enter into long termcontracts nmaybe the reason is that you
don't see the full cost of not hedgi ng.

MR BOMNRI NG LSE wouldn't see the cost. LSE
woul d sinply be passing it through to the | oad.

Utimately the institutional problemis there's
not an entity in the market who is interested the sane as
t he | oad.

MR BALIFF: There's an inportant financial
element to this, too.

MR NAPCLI TANO. Wen you tal k about this
rel ati onshi p between the whol esale and the retail and the
pocket you're really tal king about who should bear this
cost. Everybody agrees there's an increnental cost and
furthernore what shoul d that cost be?

One of the problens, when you have certain | evels
of retail rate disaggregation is, in the interimwhich we
learned in California is, when it's not clear who shoul d pay
what, the only person with the working capital to do it in
the interimperiod is the LSE until they burn out their
working capital. Then it's too |late to decide what shoul d

have been done before.
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So you understand there's this tension between
what the Comm ssion can and should do and what the states
can and should do. But there is a direct financial
rel ati onship between the two and capital won't step on
either side of that equation until they understand how t hat
relationship really flows.

But if it's conplicated also by the rating
agenci es which are taking right now a very strict approach
to these contracts -- as nuch as we al so cover the
generators we al so cover the LSE -- the rating agencies
right now take a very strict approach to these contracts and
clearly nmake them debt equival ent.

Whi ch is why you see many | ow capitalized
utilities having very nuch |ower ratings than you woul d
think primarily because they have what you call "conputed
debt” fromthe rating agencies.

That's anot her reason why you' re not seeing these
contracts. There's a ot of uncertainty on that.

MR O NEILL: Is that new? Wy hasn't that
happened in the past?

VO CES: It has.

MR SCHNI TZER. Peopl e now have an appreci ation
of how out-of - market those contracts can be which they
didn't before. But two points on the |ocational |CAP that I

just want to cone back to.
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The first is there can be concentration issues as
we've said that have to be dealt with in mtigation. The
second is |locational | CAP markets are not a full substitute
for RMR and if you | ook at what people define to be | oad
pockets and you ask yourself "is every generator w thin that
| oad pocket electrically fungible froman RVR perspective"”

t he answer is no.

Particularly with the reactive considerations you
will have with subsets of generators or individua
generators which have RVR conditions that are unrelated to
t he other generators in the | oad pocket there are sone
benefits and sone inprovenents in the market fromgoing to
t hat concept, but you are still going to have particularly
for reactive, you' re going to have nuch nore | ocalized
i ssues which raise their own concentration issues that are
not addressed fully by the | ocational | CAP.

MR PERLMAN.  Wsat do you nean by "nust be
addressed in mtigation?" How would you mtigate?

MR SCHNI TZER | think you' ve got a couple of
concepts here on the table. | haven't worried about the
| CAP sol utions so nmuch as sone of these other energy narket
and what ever solutions but | think you' ve got sonething
short. The concepts | laid out or the principles that |
| aid out say "replacenent cost is not the right mtigation”

where you don't have scarcity in the | oad pocket and you
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have nore than enough supply in the | oad pocket and you have
concentration saying you can bid up to replacenent cost --
is probably not the right answer.

MR THLLY: Can | cone back for a nonment to
D ck's question which had to do with whether the | oad
serving entity has an incentive to do |onger termcontracts?
| said |l would like to do it and not have the RTO do it but
ny economcs are, ny driver is delivered cost of power to ny
custoners, bottomline, which is a different set of drivers
and econom cs than sone other fol ks have and an obligation
to serve state -- those utilities have got to have the
capacity and neet the state reserve requirenents or they're
going to get hamered in the rate setting process so they do
have an incentive to enter into those contracts whi ch may
not be true in other parts of the area.

So a 'one size fits all' doesn't work very well.

The bi ggest probl em we have on those contracts
‘easy to build a peaker -- very difficult for a small entity
to get |ong-term basel oad capacity.' That is a market where
there is a lot of market power concerns and it is nmade even
worse by the fact that the market designs don't provide |ong
term FTRs for new resources.

I"mgoing to probably invest in a coal plant but
it's going to be very, very costly.

The whole justification is the delivered cost in
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energy -- that's the only basis that's economc and if |

don't have a long termFTR to go with it, I don't have it.

I don't know whether these guys will finance it
because the economcs is based on sonething -- it's
specul ative on that long term FTR  That is a huge probl em
goi ng forward.

MR MEAD: 1'd like to ask a question about "nust
offer" requirenents. W' ve heard several speakers address
the issue of how to address econom c w thhol ding and bid
caps of various sorts were suggested.

Is there a role for sone sort of policy to
address physical withholding? 1Is there a rule for requiring
basically a "nust offer” requirement? |If so, what would the
nature of that "must offer" requirenment be?

MR BOARING Let ne just say very quickly in PIM
one piece of selling capacity is selling a "nust offer”
obligation -- when you sell capacity to the market one of
the things you're selling in addition to effectively a cal
at the market on your energy during emergencies is the
obligation to offer that exists. It doesn't nmake nonitoring
physi cal w thhol ding any easier and as anyone who's tried to
do that can tell you, it's well nigh inpossible -- it's at
| east very difficult.

Nonet hel ess there are basic netrics that one can

track, including outage rates and availability rates and



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263 133
DAV/ | 0]
ot her things, that |let you know whet her you have a probl em
MR PATTON dearly you have to address physica
wi t hhol di ng, because if you mtigate econom c w thhol di ng
they can just acconplish the same outconme by physi cal
wi t hhol ding. So you have to address it.
| think thought that when you | ook at "nust
offer” if you define physical wthholding on nmarket power in
general as the ability to raise prices above conpetitive
| evel profitably, in this case by w thhol ding the sources,
that's really what you shoul d be addressing.
What | find | ooking at these markets is that the

vast majority of generators in the vast majority of

conditions don't have the ability to raise prices. |If you
were to ask ne, "is a generic 'nust offer' provision
necessary?" | would say no. Wat is necessary is a

prohi bi ti on agai nst physically w thhol ding to exercise
mar ket power .

That nmay translate into effectively a "nust
offer" provision in tw percent of the hours for a certain
generator and not 100 percent of the hours. |In those cases
they can derate their unit and take it off line. They can
shut it down for a season and it won't have any neasurabl e
effect on the market prices.

If that's true it's okay and it's not physical

wi t hhol di ng.
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MR SHANKER:  You've got to be very careful
Even though it sounded |ike New York and PJM were the sane
in sone sense on this, they're not at the detail |evel

As Joe said, the ICAP obligation is both an
obligation to bid into the day ahead markets and an
ener gency cal |

In New York the obligation is to offer into the
day ahead market but actually the energency call may not
transpire into real tinme because of fuel considerations.

W' ve seen recently people are releasing fuel into the real
time having net their obligations to offer into the day
ahead markets and it gets even nore conplicated in that you
soneti nmes have, although I msread a contract the other day,
| thought someone had a very good notivation to withhold in
t he day ahead nmarket because the product was hedged and
offered in real tine.

A reasonabl e eval uati on woul d say that wasn't
physical withholding and it wasn't anti-conpetitive.

So the bottomline is, you need to do what David
said which is you' ve got to see if sonmebody is w thhol di ng
in the context to exercize market power and the nmandatory
offer may be a good summary statistic but it's not really
what you want to be focusing on. You want to focus on the
mechani smthat may be getting an unreasonable profit in

t hat .
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MR MEAD: The | CAP obligation that Joe and Roy
tal ked about is in a certain sense sonething that a
generator voluntarily agreed to take on -- what about for
generators that don't take on that obligation voluntarily or
in markets that don't have | CAP obligations, do we need to
worry about "nust offer” in that context?

PA: They did voluntarily take something on.

They came and asked you for market based pricing. The fact
that they're not being paid for capacity for reliability
pur poses doesn't give thema free pass to exercise narket
power -- the quid pro quo they got market based pricing.

That is a confusion then that has percol ated
t hrough New York for a very long tine because there's a
requirenent to bid in the day ahead nmarket for capacity
sel l ers.

Capacity resources -- in fact | think Roy asked
me early on why shoul d non capacity resources be subject to
mar ket power mitigation? The answer is, because it clearly
has nothing to do with whether you sold capacity or not.

MR SHANKER: | think that's where the
distinction cones. In these markets there's a contractual
obligation through the | CAP nechani sm-- where soneone isn't
i nvolved in that market mechanismthere is no obligation to
offer but there isn't a free pass to exercise of market

power. That's a significant distinction. Nobody's going to
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go around saying it's okay to exercise market power.

The issue is though it's also okay to
discretionally operate in facilities as |long as you are not
exerci sing mar ket power.

MR THILLY: It's so difficult to distinguish
between scarcity and withholding. It may be that it's
possible but it's very difficult. | think that's true.
Havi ng a resource adequacy requirenent that covers fixed
costs allows you to have a "nust offer"” requirenment because
the capacity cost has been covered. That makes it a nuch
sinpler way to deal and a much safer way for the custoner.

You al so have to recogni ze by the fixed costs
covered through retail regulation in many cases they are or
through long termbil ateral whol esale contracts -- if that's
the case there's no reason why in a conpetitive market that
energy would be bid at marginal plus some profit -- that's
what woul d happen because they woul d be nmaki ng noney.

W' ve got to take account again of the facts and
try to set it up as sinply as possible with as little gam ng
opportunity as possi bl e.

MR PERLMAN. Can | ask a question about that
real quick? It follows up on sonething Roy said earlier

The scarcity pricing you all are tal king about is
| assume the type that has really real clear cut sort of

break points when you reach a period of scarcity when the
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operating reserves have been affected.

In all other circunstances, am|l correct that you
woul d have no scarcity pricing that woul d happen? Sort of
volitionally by the market participants?

It would all be subject to the sanme sort of
mtigation that you have all the other tines, soit's really
an admnistrative break point and | understand those things
are necessary and shouldn't be sort of denigrated as David
Patton said earlier -- but they' re a judgnental set of
rul es.

| just want to make sure we're all talking in the
sane place where you start scarcity and where the price
goes. Is it an admnistratively established process that
has sone basis in maybe the operating reserves in the nmarket
or sonme base in sonme structure but is not going to happen
sort of onits owmm? Didi get that right?

MR SHANKER Yes. That's a reasonable summary.

MR KLEIN. Let ne just add to that that it's
inmportant that what's defined as "scarcity” includes all the
different things that the 1SCs do potentially or LSE do when
things get tight. There ought to be sone nechanisns if they
have an operating procedure that says "okay |I'mgoing to
violate certain transmssion constraints.” |If that results
in prices collapsing then we don't have good scarcity

pricing.
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I f denmand side resources get picked up, 1,000
nmegawatts get picked up and they go in as zero offer units,
then the price is only $50 because we don't have an
operating reserve problem

That's not good scarcity pricing. So it's a much
nore conplicated thing. We'Il see how New York does this
sunmer but | suspect there's going to be tricky little
details in not out of an intention to harmthe nmarket and
scarcity pricing but that it wll be very hard to capture
all the different things that the operators do in real tine
to make sure load is served. That really should | ook I|ike
scarcity.

MR PERLMAN. The reason |'masking froma
regul atory perspective and |I'man econom st not a | awer so
it says here fromwhat | can tell half the econom sts will
say it's scarcity pricing. The other half will say it's the
exerci se of market power and it's the sane thing.

| know there's debate about that.

MR O NEILL: Speak for yourself, Dave.

(Laughter.)

MR PERLMAN: Dick is very clear and in hel ping
us do what we're doing in order to have a better approach to
mtigation and scarcity pricing and have it enbedded in the
regulatory regine it would seemto ne for us to do this we

need to be very clear and to say "in this set of activities
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you're going to be subject to mtigation or to these
circunstances."” End of story.

And when these circunstances occur, as Roy said
before, "scarcity pricing will kick in" and it doesn't
really matter what you do because the price is going to be
what the price is going to be and then we woul d have a whol e
ot less anbiguity into how to inplenent rules and maybe a
l[ittle nore clarity on howto do mtigation and address
| ocal market power because we've sort of taken that out of
t he hands of the market participants and put it in the hands
of the structure.

MR PERLMAN. | agree with you. Wat nost
econom sts would agree on is, if you can't point to anyone
wi t hhol di ng any resources -- in other words, you're fully
utilizing your resources and you still can't neet your
operating reserve requirenents or whatever, clearly you're
i n shortage.

I think designing the mtigation, that's the
prem se in the conduct and inpact tests that are used to
trigger mtigation in New York, the conduct tests are
i ntended to detect when there is wthhol ding.

If you' re not detecting any w thhol di ng and
you' re short of operating reserves, you can have confidence
in the scarcity pricing signal. |It's the reason why it's

inportant to have relatively transparent thresholds and
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under st andabl e rul es about when you exceed those threshol ds.

MR SHANKER It's worth clarifying the point
t hat Abram brought up -- there's two different things going
on. Wien we say it's sort of automatic that's correct but
there are situations where the operating rules change and so
what you price to may be inconsistent with the reality of
t he operati on.

The best exanple is in New York. There was a
fire at a substation and several cables were lost. The
operators legitimately said "time to be super conservative"
and they turned on everything at m ni nrum

Basically they' re operating to a third or fourth
order contingency. Had you priced in the LMP algorithmto
that, prices would have gone up if you' d shown the
contingencies, the third and fourth order contingencies --
what happened was people had all those units running at
m ni rum and then priced against the first contingency.

Under normal dispatch rules the prices went down.

I think we reached agreenent that's never going
to happen again. You can ask David.

(Laughter.)

MR SHANKER. The point is that there are a | ot
of details in this and we've had simlar things in PIM --
PJM operators have gotten very conservatives at tines of

peak and did not cycle sone of the conbustion turbines.
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They kept themon. They were afraid they wouldn't restart

so we had sone excess generation that was suppressing price.

It was an absolutely legitimte operating
decision. There was no reason to question it but we have to
t hi nk about what things |like that do to pricing because
you' re suddenly saying the systemas a whole is a little
nore edgy. Maybe |I should have a nore conservative
operating profile and that has to set a different background
for how we price in the market nechani sm

MR O NEILL: Wat you're saying, Roy, is that
the operators decided to bring on nore reserves but it
wasn't priced properly?

MR SHANKER: Exactly. There's nothing wong
with that -- when they explained why they did it it nade
perfect sense.

MR BOMNRI NG W' ve tal ked about how autonmatic it
m ght be to define what scarcity is but defining what the
price is during different |evels of scarcity is not
automatic and if sonebody has to say what the price is and
it's not comng out of the market soneone has to say what it
is. That again has to be a rule and that's | think -- that
fact is a reason to think very seriously about whether we
want to go down that route.

MR KLEIN. | think that, if you |l ook at where we

are on that spectrum are we too far over in terns of too



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263 142
DAV/ | 0]

hi gh scarcity pricing given the bid caps or too | ow scarcity
pricing? | think it's pretty clear fromthe evidence of

mar ket performance, when we did have tight markets that, if
anything were on the wong side of that one and it shoul d be

hi gher revenue than | ower.

MR BOARING You are tal king about aggregate
The aggregate issue, which | identified also and I think
it's inportant not to confuse the fact that aggregate
revenues are | ow for whatever reason, whether it's your
mar ket design i ssue or sonething else, or conpetition --
aggregate market revenues are | ow.

Let's not confuse that with the | ocal market
power issue. That doesn't nean that doesn't have any
necessary inplication with anything having to do with | ocal
mar ket power. It does nean that we do get wong in |ocal
mar ket power .

In fact, the evidence is that we're not. The net
revenues of those being cost capped are about the sane as
t hose not being cost capped.

MR GRAMLICH Just to clarify this question that
seens unresol ved, there's an open question about how nuch
scarcity pricing and when. Roy doesn't want to pay
infinite. He doesn't want to pay $5,000 a nmegawatt hour
every hour for the next three years before there's a

transm ssion |ine.
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On the other hand, | think you acknow edge, Roy,
that there is sone capacity val ue that woul d not be
reflected in a market price that cleared at sonebody's
short-run, least-efficient units' short run marginal costs
for this intervening period.

So we have to figure out how nmuch scarcity
pricing and when.

MR PERLMAN. Stated another way it seens to ne
what Joe was saying and | think Dave's agreeing is, it's
just a policy question. |If the Conm ssion were to involve
itself in saying when scarcity is and then help incentive
establishing or in the pricing, which is an admnistrative
structure in that arena and then having sort of anp the rest
of the tinme, which is sort of the New York nodel, no one
woul d accuse us of interfering with markets with that.

MR BOARING It sure sounds like Bill"'s slippery
slope to ne, but what do I know?

MR HOGAN: | would nmake a distinction for your
purposes of clarity. | think what you need is clarity and
when mar ket power and mitigation apply so you shoul d have
sone ex ante rules. | think you can nake that pretty
transparent -- not conpletely but pretty good.

| don't agree that scarcity is a binary thing.
think it's a relative thing. That neans there's always a

m xture of both things going on and | think Joe Bowing is
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exactly right. | didn't understand what he was sayi ng
initially but I think now | agree with hi mwhen he points
out, "well, the demand curve for operating reserves is an
admnistratively set demand curve.” Right, that's a fact.

And that's life. The demand curve for ICAP is
admnistratively set. Not only that, it's an admni strative
product. It doesn't actually even exist.

Qperating reserves are different. You can
actually go out and test and neasure and so forth and things
like that are dictated by the technol ogy because you don't
have the response tine.

If we had better response tinmes then we woul dn't
need it and 1'd be making a different argunent. That's a
fact that you have to have an adm ni strative demand curve
and you do whether they're vertical or sloped.

If they're vertical then you get all kinds of bad
incentives, so clarity there is bad.

What you really want is sloped, then there will
be a mxture. That's the buying side. Now on the supplying
side that's nore like a market and it may have market power.
Therefore you have to mtigate the market power on occasion
and you can have sone rough rul es about when you do that to
provi de sone clarity.

| think that's the reality so, if there is no

pure mar ket solution given the technology, particularly in
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terns of operating reserves and you just have to -- that

beconmes the responsibility of the regulator and the | SO

advi sing and NERC conversati ons about what the standards

ought to be and where we set these denmand curves and what

t hey ought to | ook |ike.

The sane with the damage control bid cap --
$10, 000 woul d be better.

MR COLEMAN. Do you even need that damage
control bid cap if you have anp -- can you get rid of the
damage control bid cap?

MR PERLMAN:  You need to reserve denmand curves.
The inportant thing to recognize, though, is that you' ve
made a | ot of these decisions. You just don't know it yet.

(Laughter.)

MR PERLMAN. W thrash it out and say how nmuch a
reserve is worth. |If we're going to set a denmand curve at
what |evel should we set it? You' ve already set it because
you tell the operators every day, day in and day out, "I
want you to accept energy up to $1,000 to back down a steam
unit that partly costs $50 or $70 to create reserves if
you're going to be short of reserves. The shadow price for
reserves is $900 or $950 so you already told the I SO "pay
$950, don't pay anything higher. There's an inplicit val ue.

What gets lost is that,when that option isn't

avai | abl e or when it's happening out of time in sequence,
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i ke we have to accept out inports on an hourly basis but we

set prices on a five mnute basis, there's no way of

reflecting that $950 shadow cost in the energy price.

What happens in nost of these markets is, the
operators press the magic red button and rel ease the
reserves into the market.

If you had told themthey shoul d be payi ng $950
to maintain the reserves they've just injected a $950
resource into the market in order to keep the lights on --
in other words, |lowering their operating reserve hol dings.
That doesn't translate into energy prices anywhere and
that's the whole crux of the scarcity pricing.

The inportant thing is that all your decisions be
| ogically consistent with one another. |[If you decide
reserves aren't worth $950 you need to rethink the safety
net bid cap in making sure everything is working together in
a consi stent manner.

MR COLEMAN. Thank you.

Since we've gotten back on tinme, with tine
managenent, | want to thank everyone for a very lively and
useful discussion. W will break now until one-thirty.

(Wher eupon a |l uncheon recess was taken at 12:10

p. m)
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AFTERNOON SESSI ON
1,35 p.m

MR COLEMAN: If you'll take your seats, we're
going to get started here.

Thi s afternoon we have two panels, the first
panel is going to be focusing with a little nore granularity
than | think this nmorning on sone of the RVR experiences in
t he Nort heast.

One housekeeping matter before | turn it over to
t he speakers -- a nunber of speakers have been working from
presentations this norning and brought copies and sone have
been di stri buted.

W' ||l be sending out a followup e-mail to all of
you asking you to send us an el ectronic copy of your
comments so we can post themon our website under the
t echni cal conference so that we will be certain that
everyone wi |l have an opportunity to view what you have to
say.

This afternoon's format, we're asking speakers to
try tolimt their cotmments to five mnutes. W wll follow
the sane format as this norning with a Q%A session from
Staff and the Comm ssi oners.

Qur first speaker this afternoon is John
Ander son, Managi ng Director and Head of Power and Proj ect

Fi nance at John Hancock Fi nanci al Servi ces.
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Vel cone, John

MR ANDERSON. Thank you, M. Col enan.

"1l really focus ny conmments as an introduction
on who John Hancock is and our investnents in the power
sector. | think you'll find that we're very representative
of a large base of investors that sone of the speakers spoke
to this norning.

Hopefully | can anplify that in a first person
kind of way as one participant in the debt market for power.
By way of introduction, our perspective at Hancock is
unusual in that we have a large and very diverse investnent
portfolio in the power sector. | manage an investnent team
at Hancock with an $8.5 billion portfolio in power.

One of the things that is noteworthy about our
portfolio is that we're spread across a w de range of
sectors in the industry. W have a |large portfolio of |oans
to regulated utilities directly. W also have investnents
inutility holding conpani es but al so nost of our
i nvestnments are on the unregul ated si de.

So if you | ooked at ny portfolio, the |argest
single area of ny investnent has been in independent power
proj ects where we've invested in conpanies that are
essentially taking the risk that they can performto a | ong
termcontract to a regulated |load serving entity. That's

been a very opportune and good fit area of investing for us.
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The reason that we |ike the power industry and
t hat asset space is that, generally speaking, on the
regul ated side, it's been nice and stable and we've had good
performance fromour portfolio and one of the reasons that
life insurance conpanies |like the power industry is that the
assets have very long lives and, if we're rating 30 year
life insurance policies on one side of our business, we want
to find an industry that we can invest into that can provide
stable returns over a simlar life and power assets have a
| ot of those features.

In many ways we feel that we're a natural
ultimate investor for power generation assets and power
infrastructure. Many of the coments that you heard this
norning | think echo that. Not surprisingly | think it is
an inportant source of capital.

Most capital for power infrastructure is provided
by debt markets not equity markets. |If you | ook at
capi talization of power assets, as you probably heard this
norning, we value stability. W're not in this to make a
killing off of spiking peak power prices. W're putting
capital into this business in opportunities that we think
can provide long termstabl e reasonable returns and are on
the ow end of the risk adjusted spectrum

Wth that as an introduction | am happy to

provi de any comment on further topics of interest but |
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t hought that would be a good way to start off, just to

i ntroduce the perspective we bring.

MR COLEMAN.  Thanks, John.

W' re going to nove to anot her nenber fromthe
financial community, actually soneone who was on our first
panel , but we'll give Jonathan Baliff an opportunity to
provi de sone additional comment on behal f of CSFD.

Jonat han?

MR BALIFF: Thank you again. Wat | wanted to
get into at least in the afternoon is a little bit deeper
exam nation of just really how do you finance a specific
generation project or a specific project to alleviate sonme
of the load or RVR concerns that Credit-Suisse First Boston
is the financial advisor.

One is SES, that is, the nane of the devel oper,
Astoria. SES Astoria is a 500 negawatt gas-fire conbined
cycle plant in the Astoria | oad pocket very close to
LaGuardia Airport. |If you ever cone out of LaCuardia and go
towards the Gty you'll basically pass this facility. It is
on a 23 acre site very close to a substation.

The second project that we'll get into which was
mentioned by Abram-- basically that's a 1,000 negawatt BC
intertie between Upstate New York and is in the mddle of
fi nanci ng.

Both these projects right now are in the mddle
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of what we call the "financial sales process.” W are going
out to investors to basically sell the debt for these
projects. They are right now being sold as, not corporate
projects, but as asset projects.

What do | nmean by that? The debt investors wll
get security. They will own the asset.

In the down side scenario, if the privates don't
perform they will take the asset thenselves and try to do
sonething with it. That's what's called a "secured asset."

Both of themare going to be financed in that way
so that we're not |ooking for any corporate parent to be
abl e to provide any guarant ees.

Let's go to SES Astoria. The primary way we sold
this asset is that it has a first nover advantage. That is
the nost inportant way to sell an RVR or | oad pocket project
and it's obvious it can't take so many projects. You only
need one or two at the nost, naybe even just one.

There's a debate obviously with sonme of the
gent|l enen who were here before on how the actual market is
going to work. The financial guys just want to know are
there going to be sustai nable cash flows here, the way we
sold and the way we are selling SESis, "yes."

There is a first nover advantage. This will be
in the Astoria |oad pocket. It will crowd out virtually any

other significant project in that area and al so affect the
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ability for anybody el se to cone in and steal the economc
l'ights.

Al though that sounds a little bit pejorative,
we're a bank. W're trying to sell our client to these
investors. One of the other ways that we sell it, as | said
very briefly, there are five risks that all the investors
|l ook at in these types of projects -- construction risk,
mar ket risk, operational risk, fuel risk and regul atory-
political risk

You nust have answers to all five of those
guestions. |If you're going to face sonebody |ike John
Anderson who, | can tell you, will grill you for at |east an
hour and then you can have conference calls with him
t hr oughout the sal es process on and on.

This is a big amount of noney that these guys are
going to be putting to work.

Let ne tal k about market risk. The debt
investors will not take market risk right now THey'll take
alittle bit of market risk but they're not going to
primarily take nost of the market risk and what do | nean by
t hat ?

In the first five to 10 years, it's debt. Better
anortize -- i.e., book nost of the debt better be paid off
before in a | oad pocket entity before a debt investor wll

take any noney and put it in.
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So we need to have a contract. That was al nost a

necessary but not a sufficient condition to get this
financed and you need to have a credit-worthy off take.

What we nean by that is an investnent grade

triple B mnus or above -- and I would say, today -- and
correct me if I"mwong -- you probably want higher than
t hat ?

MR ANDERSON: R ght.

MR BALIFF. W want to see sonebody |ike a Con
Ed, who is an Arated entity cone in and give us a nice 10
year contract. |I'mnot going to get into the details of
what that contract is but, for the nost part, it needs to
create a stable cash flow stream

I"mnot going to get into operational risk
because nost everybody knows these CCs or the conbined
cycles are normally very standardi zed technology |like GE
Frane 7s, very easy to operate. Fuel and operability nust
be done under not as long a contract, but it can be done
under a shorter contract. But it must be handl ed.

Finally, the regulatory and political risk
conbined with the construction risk are not nutually
exclusive, especially in | oad pockets.

What we are selling the investors is, froma
political standpoint, the project has trenendous political

advantages with both the city councils, both the borough
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presidents and we're | ooking at investors who m ght even go
talk to the Borough President of Queens to understand what
this project nmeans to them

Wiy? Because construction costs are nostly tine
sensitive. Wuat do | nean by that? W set down a pro forma
proj ection based on the tine it would take to construct
given the nature of trade costs in New York Gty. Tinme not
only is noney -- tinme is blood, sweat -- it's everything if
this thing starts getting del ayed.

W consider a project to go approximately $1.0
mllion per nmonth on just construction and | abor al one.
That is a very big part of what we need to get settled out.
W expect that SES will be financed in the next two weeks.
W' ve pretty nmuch got the debt financing lined up with
institutional investors that | tal ked about this norning.
The equity is going to be provided by very nonstandard
equi ty providers.

Wiat do | nmean by that? No strategic equity.
It's going to be provided by private equity and sone of the
sane people who are in the debt are going to provide the
equity in the project itself, so I take questions on SES and
Astoria -- and al so conjunction since ny tinme is short --
but conjunction is being financed in a very simlar way.

Thank you.

MR COLEMAN. Thanks, Jonat han.
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Next, we have Mark Reeder fromthe New York
Public Service Conmm ssion. Wl cone, Mrk.

MR REEDER  Thank you very much for giving ne
the opportunity to share ny thoughts here today.

The qualifier is, these are ny thoughts and not
t hose of the New York Public Service Conmission. | was
asked to focus ny conmments on the capacity market demand
curve. There's a fair amount of discussion of it this
norning. |I'mjust going to try to gather together int he
short amount of time | have.

(Slide.)

| did bring copies of an affidavit that Dr.
Thomas Pai nter of our staff filed wwth FERC in April which

expl ained the whole thing. It was designed to be self-
contained. |If anyone didn't get a copy of that, that would
help. | can't cover it all in five mnutes but 1'll just go

t hrough the highlights.

The notivation for the demand curve cane out of
two pretty big problens that we had with the capacity
markets. The first one is that they had this boom and bust
cycle. The parties called it "falling off the cliff."

If you got a little bit extra the price would
just crash. Because the purpose of the demand curve -- |I'm
sorry, because the purpose of the | CAP market was to provide

this extra revenue streamto help get entry and then we talk
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to bankers and we see people saying "the revenue streamis

di scounted to next to nothing because of how volatile it is

-- it seens to be dysfunctional, so the demand curve is

priced to snooth out that revenue streamover tine to keep

the lows frombeing as | ow -- keep the highs from being as

hi gh.

The second big problemis, we felt there was a
very strong volatility to market power in the capacity
market. Wth a little bit of excess w thholding could drive
you to a shortage and send the price through the roof and we
did experience that once in New York and it wasn't a
pl easant experience.

So if you could flatten it out wth the denmand
curve you coul d nmake the revenues nore stable over tine from
t he perspective of the generation devel opers and protect
agai nst nmarket power fromthe perspective of the consuners,
so that's really where it cane from

It had one additional feature that was nice and
that is, we felt pretty strongly that, if you had 118
percent reserve requirenent, that 119th percent isn't
conpletely worthless froma reliability standpoint. Having
alittle nore is okay and it does help reliability.

So it didn't nmake sense for the systemto have a
willingness to pay -- this is this vertical demand curve, |

think, as M. Ganlich nentioned, that says "we'll pay
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absol utely everything up to 118 and absol utely nothing from
1109.

It didn't seemthat the system shoul d express
that willingness to pay so we put in a demand curve, | ook at
the graph that's on the screen -- and that graph, 118
percent, is the point that denotes the required reserve
margin. That's the one that equates to one day in 10 years'
reliability.

There used to be a vertical demand curve right at
this point. Like a demand curve does, it just puts a sl oped
curve through that sanme place and one of the keys is, you
have to decide how high to make it. If | have tinme I'l| get
to that later.

But what you can see here is, at the 118 percent
point the price here is $56 per kilowatt year, a little bit
nore, say 120 percent -- price doesn't crash, it drops down
the curve to $48.

What that does is produce nmuch nore stable
revenue streans in tinmes of noderate anounts of surplus. It
avoi ds the crashes and al so, as was nentioned earlier today,
if soneone withholds to drive you from 120 percent back to
117, instead of going way up to a deficiency charge that's
quite punitive, you just slide along the curve there al so.

That renoves the extent to which price junps in

response to withholding. That nerely knocks a hole in the
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profitability of the econom cs of a player considering
withholding. It takes the incentive to w thhold away or
greatly reduces it.

So that's the basic reason we proposed it and the
parties basically went for it because it seens to acconplish
t hose goal s and those are real inportant goals.

There's a third goal that wasn't really nentioned
earlier today and that is that the curve has to be steep
enough so that, if you offer this extra noney and you get
tons of capacity, you don't end up just having way too many.

If you get quite a bit too many the curve drops
down and the price drops to choke off the probl em of excess
supply. Determning the height of the curve, I'll just have
a brief anount of tine. This is a key paraneter. People
tal ked about this as an admnistratively determ nate thing
and it is -- at the 118 percent point the height of the
curve should be an amount, or it starts off at the amount
that a generator needs to cover its capital costs after
considering the fact that it gets revenues fromthe energy
and ancillary service nmarkets.

So it's the net revenues. It still needs on top
of what it gets fromthe energy ancillary service markets
and what we thought was inportant to do, is to deci de what
that nunber is but set the curve higher than that to err on

the side of reliability, if you wll.
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For exanple, if you thought it was $50 on this
graph that we were |looking at and it turns out so you set
at, say, $56, if it turns out the cost of entry is only $48,
entrants may cone in so long as they can get nore than 48
and drive you to the right along the curve to point B on the
graph and you may settle out at a price of $48, so that the
m stake of setting it too high is, you end up getting a
l[ittle too much. You mght get 120 percent instead of 118
percent and pay $48.

So it seens to nmake sense to err on that side.

So just to summarize, froma consumer point of
view, it is very valuable. It protects against the narket
power but it also takes this big chunk of noney you're going
to give out over 20 years in the capacity market and
provides it in a nore stable way so you buy nore entry for
t he sane anount of noney over tine.

So in the question and answer period we can
di scuss sone nore pieces of it because there are a | ot of
other pieces of it. But basically I think that's really
what there is to it.

Thank you.

MR COLEMAN. Thanks, Mark. Certainly we'll get
into a few nore questions on that in the RA

Next we have Steve Wenple from Con Edi son

MR WEMPLE: Thank you, M chael
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CGood afternoon, Chairman Wod, Conmm ssi oner
Brownell, Staff -- ny nane is Stephen Wenple, Director of

Retail and Regul atory Affairs for Con Edi son Energy, which
is a subsidiary of Con Edison, Inc.

I am appearing to day before the Federal Energy
Regul at ory Conm ssion on behalf of the Edison Electric
Institute and it's affiliated Alliance of Energy Suppliers,
a division of the EEl that specifically represents power
suppliers and al so on behal f of Con Edi son Energy.

Con Edison Energy and its affiliates, Con Edi son
Sol utions and Con Edi son Devel opnent, are active in the New
York, New England and PJM energy markets and own over 1,500
nmegawatts of generation and supply approxi mately 1,500
megawatts of retail |load in New York, New Jersey and
Massachusetts.

First I would like to commend the Conm ssion for
accepting the recommendati ons of EElI, PIJMand others to
convene this technical conference. The first part of ny
remar ks address EEI's position on this topic, with which Con
Ed Energy fully agrees.

Before concluding I will also share Con Ed
Energy's perspective based on our own experiences owni ng and
operating peaking units and hedging retail load in the
Nor t heast .

EEl believes that generators nust be adequately
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conpensated when required to provide the reliability

servi ces necessary to support the electric system In fact,
t he Conm ssion has an obligation to adopt rates that are
just and reasonable for consuners and generators.

Consi stent underrecovery of investnment dollars
whi ch has been occurring in the New Engl and and PJM nar ket s
will naturally lead to reliability problens as owners are
forced to defer naintenance on or retire existing generating
units.

The problens EEl is concerned with is the need
for areliability "must run" contract is indicative of a
failure in the design of the |l ocal markets to provide
adequat e conpensation for units needed for reliability.

If the existing market rules are not providing
adequat e conpensation the 1SO or RTO shoul d determ ne that
the need for design changes that can provi de adequate
conpensation and work with stakehol ders to effectuate the
necessary changes.

EEl's preference is for a market based sol ution
to determ ne appropriate conpensation in the absence of
mar ket solutions. EEl believes that out of market
intervention is appropriate to ensure reliability and that
such intervention nust be structured to provi de adequate
conpensation to the extent possible to ermulate a conpetitive

mar ket based sol uti on.
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Because many of the units considered for RWR
treatnent are located in areas where there is limted
transm ssion and/ or generating capacity there are concerns
that such units could exert market power absent sone form of
negation in situations where there is a denonstrated concern
about market power.

Monitoring mtigation or other neasures may need
to be considered to restrain the exercise of market power.

I n such instances, the RTO | SO needs to establish and
publish a clear objective standard on what constitutes
mar ket power and the criteria for inposing mtigation.

However, mtigation nmeasures have to be
structured in such a way that they do not discourage the
long terminvestnent signals and nust not deprive existing
owners of the opportunity to recover all |ong-run margi na
costs including variable and fixed costs.

For exanple, mtigation units' bids to variable
production costs will deny that unit any opportunity to
recover fixed costs fromthe energy market.

In addition, if a region does not have sufficient
supplies to neet its |oad and reserve requirenents, then
market rules and mtigation nmeasures in particular should
not set prices artificially |ow and suppress the natural
price signal that supplies are scare.

Utimately EEl believes that a market that is
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able to attract and retain necessary resources, |ocal or
del i vered generation and demand response w t hout the use of
subsidies is in the consuner's best interest because it
provides a long-termsolution to relieve nmarket power
concerns, maintains reliability, produces just and
reasonabl e rates and enhances quality of service.

The design of RVR and mtigation nmeasures needs
to offer variation, including regional ones, due to
differences in resource mxed cost structures and operating
requi renents. The costs associated with RVR nechani sns
shoul d be borne locally and preferably conveyed t hrough well
desi gned exi sting mechani sns such as capacity and/ or energy
mar ket pricing.

This allows loads to either react to the price in
the local reliability need with demand response neasures
and/ or be able to hedge their costs through purchases of
capacity and energy.

Wth respect to capacity markets, EEl believes
that a variety of mechanisnms will allow RVR generation to
obt ai n adequate conpensation. For exanple, properly
structured regional capacity nmarkets with deliverability
requirenents and properly structured | ocational capacity
mar ket s.

Finally EEl believes the market nonitor needs to

be truly independent of the markets they nonitor and have a
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screening but not determnative role in establishing the

need for mtigating RMR units. The SO RTOis not -- the

mar ket nonitor shoul d deci de how to inplenent RWR

mtigation. EEl believes mtigation rules and

i npl enent ati on procedures need to be clearly articulated in
tariffs filed with and approved and accepted at the

Conmi ssi on.

I'"d now | i ke to take a nonent to share Con Ed
Energy' s experiences as the owner of peaking units in New
Engl and and POM Con Ed Energy --

MR COLEVMAN: Make it brief, Steve.

MR VEMPLE: Very brief, M chael

Con Ed Energy believes that the problens facing
RVR units are synptomatic of issues facing the overal
energy markets, in particular, PJMand New Engl and. Last
summer | perforned an analysis of prior PIMstate of the
mar ket reports, presented the results to PIJM and i ncl uded
themin our Qctober 30th coments on the proposed PIM
m tigation plan.

My anal ysis indicates that the net revenues for
peaking units were overstated in each of these reports since
1999, which makes the revenue shortfall worse than has been
reported. From 1999 through 2002, peaking units have only
recovered 70 percent of their required revenues.

Last year was even worse and the forward curves
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i ndi cate that 2004 and 2005 will only provide 30 percent of
the requirenents. This neans that existing units may not be
able to afford normal mai ntenance and no new nerchant plants
will be built without significant market reforns.

PJM and the other regions need to focus on
solutions to these problens and sol utions include
conpensating units that provide 10 m nute non spin and 30
mnute reserves and if there are |ocal requirenents, |ocal
markets for those services, too -- establishing scarcity
pricing rules so that when on short on energy and reserves
or using block | oaded units or maki ng energency purchases,
energy prices are not set artificially low by on-line units
and reformthe capacity markets to val ue resources in excess
of mnimal requirenments as we've heard ot her speakers say
and, froman LSE s perspective, RVR funding nechani sns
shoul d work through existing capacity and energy nmarkets
where practical to avoi d unhedgeabl e costs.

Qut of market paynents for RVR units that create
unpredi ctable uplift costs are harnful to retail markets as
they create uncontrollable financial risks for LSEs.

Thank you.

MR COLEMAN. Thank you, Steve.

Next we have Richard Rapp from KeySpan Energy.

Ri chard?

MR RAPP:. (Good afternoon. Thank you for
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inviting KeySpan to participate in today's conference. 1|'m

here on behal f of KeySpan Ravenswood, whi ch owns and

operates approxinmately 2,200 nmegawatts of generating

capacity in New York Gty -- the "New York Gty" often

referred to as "Zone J."

In addition we are in the final stages of
conpl eting the 250 nmegawatt conbi ned cycle unit which shoul d
be on line in the next several weeks.

Ener gy resources including generation,
transm ssion and denmand response require just and reasonabl e
conpensation if they're going to provide the services
required to neet the needs of custoners in bid-based
mar ket s.

Mor eover the needs of custoners should be
establ i shed using mandatory reliability requirenents.

O herw se, investors will be unaware of the potential
necessary infrastructure enhancenents. Once nmandatory
reliability requirenents are established, a narket design
that provides an efficient price signal for investnent to
neet these reliability requirenents is required.

In a bid-based market that price signals should
be as uniformas possible to all nmarket participants -- in
ot her words, the sanme price signals should be provided to
all providers providing the same service. |If the market is

designed properly it shoul d provide sustainable price
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signals that will encourage the investnents required to neet
reliability requirements and RVR contracts shoul d not be
required.

Such a market design would include a stable
capacity market including |ocational requirenments as
necessary | ocational based marginal priced energy and
ancillary services such as operating reserves.

Qoportunities for the participation of demand
response and appropriate scarcity pricing nmechanisns are
al so an inportant aspect of an efficient and successful
mar ket desi gn.

KeySpan recogni zes that, even with such a market
design, there are concerns about potential |ocal market
power and reasonable rules and regul ati ons such as
mtigation measures may be required in certain markets to
protect against the potential abuse of market power during
t he continuing evolution of conpetitive markets.

However overly intrusive and excessive mtigation
can result in the distortion of price signals that the
market requires to ensure new and exi sting resources are
avail able for reliability.

In addition, mtigation neasures shoul d be
bal anced and applied uniformy to all market participants
i ncluding purchasers. It is not only suppliers that may

have potential market powers. Purchasers that have

167



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263

DAV/ | 0]

nonopsony power can distort nmarkets and abuse market power
as well and can cause prices to be depressed from ot herw se
conpetitive levels if markets are not designed
appropriately. Bid-based market designs nust therefor
account for and anticipate both possibilities.

Local market power is difficult to define
precisely. 1In general, KeySpan uses nmarket power as the
ability to increase or decrease narket prices from
conpetitive levels in a predictabl e and sustai nabl e manner.

In a properly designed based market |ocal market
power should not be a concern and targeted mtigation
nmeasures can effectively prevent potential abuse.

For exanple, unit specific bid caps based on
costs can prevent individuals fromincreasing narket
clearing prices, |ocational based marginal prices assure all
resources are paid the sane conpetitive price.

W share the view that RVR contracts are the
result of market failure and should only be utilized as a
|ast resort. RMR contracts can further distort market price
signals unless the nmarket design is revised such that the
RVR contract is sonehow reflected in market prices.

Buyers and sellers need to see an efficient price
signal to prevent further market distortions. RVR contracts
or other out of nerit resources should be permtted to set

clearing prices in appropriate circunstances such as when
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mar kets are short capacity or operating reserves.

It is inportant that market prices reflect RWR
contract costs in these situations notw thstandi ng potenti al
mar ket power concerns. O herwi se the need for RVR contracts
woul d be perpetuated and reliability could be jeopardized
because new resources will not have an efficient price
signal in which to respond.

Addi tional infrastructure should not be forced on
the market to mtigate potential market power concerns,
elimnate | oad pockets or mtigate prices. |If efficient
econom c signals exist, which are the result of achieving
mandatory reliability requirenments, investnents in
generation transm ssion or demand response wi |l be nade
wher e appropri ate.

Cross based regulated infrastructure intended to
el i mnate congestion, mtigate purported nmarket power or
resol ve | oad pockets should not be made in a conpetitively
based mar ket .

Cost based regulated infrastructure intended to
elimnate congestion may in fact not elimnate it. It mght
nerely inpose the additional cost of the regul ated
infrastructure on consuners. |f congestion costs in fact do
not go down as the result of the regulated infrastructure
consuners are then faced with paying for the regul ated

infrastructure in addition to the congestion costs. 1In sone
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instances it could very well be the congestion costs

represent the |east cost solution for custoners.

Addressi ng qui ckly spot market price mtigation,
in general KeySpan does not think spot nmarket energy price
mtigation is efficient or necessary. 1SGs can keep up with
changes that occur on an hourly basis in real tine nmarkets
with respect to fuel costs, opportunity costs, risk and
other real time events.

Gas market real time prices are not mtigated and
they have a significant inpact on real time energy cost.

The real tine energy nmarket is essentially a bal anci ng
mar ket that should not be mtigated.

The volunes transacted, the quantity of supply
and the inability to predict real tine nmarkets argue agai nst
mtigation.

| al so have sonme prepared remarks that | have put
inwitten form As well, as | was going to address sone
regional issues related specifically to the New York | SO
"Il save that for the discussion portion.

Thank you.

MR COLEMAN. | appreciate that, R chard.

Next we have Jonat han Fal k from NERA.

MR FALK: | want to thank the Conm ssion for the
opportunity to share ny views on when and how t he RTGs

shoul d deal with |ocal mnarket power concerns.
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First however let nme say ny presentation is being
sponsored by the marketing and generati on organi zati ons of
PPL Corporation. PPL is a nmenber of PIJMand one of its
original founders. It operates several generating units in
PJM whi ch have been subject to offer capping and one in New
Engl and, the Wallingford facility, with which | suspect the
Conm ssion is somewhat famliar. PPL also owns and operates
generation in Miine, New York, Mntana, and Arizona and
distributes electricity to 1.3 mllion custonmers in central -
east ern Pennsyl vani a.

I want to focus ny remarks today on the first
guestion FERC posed in its cyclical conference agenda. What
is local market power? Wy should it be mtigated?

| have come to the conclusion that a | ot of the
controversy that this question has caused is a direct result
of not really thinking about this question in the
appropriate context.

The insight | have had and | hope you will agree
that it's a useful insight, is that |ocal market power is
sinply the ability to collect a locational rent, that is,
it's an opportunity for economc profit that flows fromthe
fact that certain units at certain tines are nuch nore
val uabl e than other units.

The value stens fromthe fact that, w thout them

the reliability of services is threatened and reliability is
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very, very valuable. There is no other rent that we don't

all ow generators to try to capture. |If they can generate

very cheap power we let themcapture the difference between

their costs and the narket price.

If they have savvy trading operations we |et them
earn as nmuch profit as they can on that operation. |If
t hey' ve signed contracts that turned out to be priced above
market price over tinme we |let themkeep those profits.

Wiy do we even call these |locational rents
"market power?" | think the reason is that we've been too
focused on the technical definition of market power as the
ability to affect price. This definition is not hel pful as
a practical guide in two respects.

First, to be accurate, it has to be conjoi ned
with the notion of sustainability. That is, market power is
an ability to significantly affect prices which cannot be
thwarted by entry or by actions of other current market
partici pants.

W focus on affecting price but we tend to wave
our hands when considering the effect of entry on the
sustainability on the price increase except we sonetines
assert that entry would take "too | ong," whatever that
nmeans.

The second reason which -- the first | think

we' ve tal ked about before. The second reason i s even nore
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pervasive. W don't really ask what it neans that the unit

in question can affect price. The only reason that it can

affect price is that it's output is nore valuable than

another unit's output to fulfill the local reliability

function.

This is a good thing and it ought to be
encouraged with at | east sone |evel of rents to induce
others to enter in an attenpt to capture those rents.

Wiy do sone think that |ocational rents are
different fromthe rents that cone formfuel cost
differences, favorable rent tines or any other host of
t hi ngs whi ch make some generators performbetter than
others. | think there are three main reasons.

One, the rents which are earned fromlocation
aren't really earned. They represent historical accident
and thus would just be a windfall to the person who happens
to own the unit.

Two, | oad pockets aren't readily susceptible to
new entry, or, three, the |oads inside the | oad pockets are
captive custoners who deserve protection.

None of these reasons, however, are w thout
weaknesses whi ch, when carefully considered, undermne their
superficial appeal considerably.

First, even if the initial distribution of these

rents may be accidental -- and for recently constructed
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generators in expensive | oad pockets |ike PPL Wallingford,

t hey shoul dn't be considered accidental -- the whole point

of generation conpetition is to generate better patterns in

the future. Leaving sone |level of rents out there for

generators to potentially capture is the price we pay for

dynam c efficiency, just as all the other rents which a

generator can earn from say, a reduction in its heat rate

pronotes that sort of innovation.
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Second, while there may be sone | oad pockets for
the barriers to go into that really are structural. This is
the point a ot of people nmade this norning. W know very
little about what changes the transm ssion infrastructure or
what entry decision could conpletely elimnate the incunbent
generator's |ocational rent.

The New Engl and Conmmi ttee experinent, which
assune we'll discuss a little nore, is quite instructive in
this regard. They're not as reliable. As a matter of fact,
conpetitive systens are very good at arbitrating rents. W
ought to give themat |east an opportunity to try.

Third, as to the protection of captive custoners,
if the barriers really are structural, and if conpetition
can really solve these problens, the custonmer should need no
nore than tenporary protection and to achi eve the dynamc
effects we have to | oosen the constraints on price. The
i ne between gouging and incentives is one regulators wll
have to draw but it nmakes no nore sense for custoners to
keep these rents than generators. And if we use the anal ogy
of market power to try and cap these prices at short run
vari abl e costs we shouldn't fool ourselves into thinking
that we're doing anything other than allow ng | oads to
capture these rents by allocating these rents to consuners
at the expense of generators. W not only give no incentive

for anyone to relieve the constraint, through new i nvestnent
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or | oad response, we actually give consunmers incentives to

| ocate within the | oad pockets and nmake their problens

Wor se.

The upshot is the operation of the electric
systemis producing |ocational rents whether regul ators have
realized it before or not. They're going to have to decide
how to allocate the |ocational rents. That's a sinple fact.
G ving sone of those rents to generators, i.e., allow ng
themto use sonme of their so-called "nmarket power"” is the
only way to keep these tenporary problens from becom ng
per manent .

As a final point, if we decide for whatever
reason that a | oad pocket is chronically in need in
mtigation, and, of course, there could be sone, we would be
better served finding a market nmechanismto repl ace
indefinite adm ni strative oversight and the reposed PPL
auction nmechanism PJM provi des that necessary fall back
mechani smin those remaining situations that nmarkets can't
correct.

I"d like to thank the comm ssioners, conm ssion
staff and those of you in the audience. 1'll answer any
questions that | have. Both this and the |ong version of
that are avail able for anyone who wants to read it.

MR COLEMAN:. Thank you for being brief. Next we
have Steve Corneli of NRG Power Marketing.
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MR CORNELI: Thank you, Mchael. Thank you to
t he Conm ssion for having us here today to address these
really inmportant issues of RWR conditions, conpensation and
the relationship to nmarket power.

NRG owns significant anounts of conpetitive
generation in the constrained areas of PJIM New York and
NEPOOL. | guess you could say we're intimately famliar
with mtigation, RVR issues and rel ated nmarket design needs.
We really appreciate this opportunity to talk to you about
t hose i ssues.

As |'ve listened today, |I think I've discerned
that the real theme of this technical conference is maybe
what is the critical policy issue facing these areas and it
seens to ne that what a | ot of people are saying is that the
critical policy issue is not the mtigation of market power
and trying to keep prices frombeing too high. 1It's the
mtigation of market design flaws that are keeping prices
too | ow

| want to talk about four points, | think, that
address the topics for this panel and that refl ect sone
things that other fol ks have said today that illustrate
t hose needs and the potential solutions.

The first point, there is really good evi dence
t hat the exercise of market power is not taking place in any

of these three markets in the Northeast. That's good news.
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It does suggest that we need to focus not so nuch on the
exerci se of nmarket power as sonething else. The definition

of market power as other panels have said is when sellers

have the ability to raise and profitably sustain prices

above the conpetitive level. | submt to you that there is

no better indication of the conpetitive level in area that

needs new resources than the I ong run margi nal cost of

investnment in that region.

Each of the three market nmonitors for each three
nort heastern market areas annually puts forth a state-of-

t he-mar ket report that shows and has consistently shown that
in new place can new entrance recover nore than their |ong-
run marginal costs. |Indeed, in nost of the constrained
areas, they recover considerably less in the market. That
means there is no market power being exercised. It mght be
that Bob and his col |l eagues are doing an excellent job or it
m ght be that market power is not quite the big problemthat
everybody thought it was.

What ever the cause, and I'I|l go to that in a
nonment, the inplication is starling and | think very clear.
For the Commi ssion, the 1SOs and the rest of us, the
critical policy need is not the mtigation of market power,
it's the correction of market flaws that create persistent
under recover of costs by needed investnent, existing and

new. |If not corrected these flaws will threaten
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reliability. They'll increased consumer costs and they'l|
threaten the future of a conpetitive electric industry.

These are problens that should concern everybody in this

roomno matter what side of the market they sit on.

Second point, it's increasingly clear that
aggressive mtigation is not really needed to prevent
generators in constrained areas from exercising market power
and creating nmonopoly rents. In fact, if there' s one | esson
fromthe Comm ssion's very interesting experinment in push
bi ddi ng in Connecticut and Boston. This is it. Generators
were allowed to bid at nuch higher levels than they ever had
before, yet they were unable to recover their fixed costs.
Again, the policy focus needs to shift fromprices that are
too high due to market power in to prices that are too | ow
due to market design flaws.

Mar ket power is associated with extraordi nary
profits and barriers to entry. Market design flaws that
we're seeing; particularly in NEPOOLm are associated with
extraordi nary | osses and barriers to exit. The NEPOOL
mar ket sends price signals that tell needed generators that
should exit the market, retire or nothball. Yet, the NEPOCL
market rules are reading like the fine print on the back of
t he door of the Hotel California. You can check out any
time you |like, but you can never |leave this market. As |ong

as this is the case, the Comm ssion will have to recognize
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that both existing and new i nvest ment need out of market
mechani snms to recover fixed costs.

The clear nessage is to allow fixed cost recovery
and encourage a rapid nove to correction of the design flaws
t hat have prevented fixed cost recovery. Instead of putting
up a fence to keep the guests fromleaving, it would be rmuch
better to put up a market design platformthat nakes
generators want to get in rather than get out.

The third point | want to nake, and it'l|
probably be ny last one, is that there's some good news.
Despite the serious design flaws, tried and true narket
solutions do exist. New York |1SGs conbination of mtigation
and ot her measures have produced a noderate | evel of
scarcity pricing, a locational capacity market and a demand
curve for capacity which was chanpi oned with vision and
| eadershi p through the New York Public Service Conm ssion at
the state level. Al work together and have the potenti al
to send the needed, |ong on-marginal cost signal to buyers
and sellers alike.

And while these elenents need sone fine tuning,
per haps, they're already hel ping send signals to buyers that
they would have an interest to issue RFPs and enter the
long-termcontracts |ike the gentleman fromthe financi al
comunity described at the beginning of this panel. These

sane basic design elenments can work and will work in NEPOOL
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and PJIMas well and they will help induce a conpetitive m X

of infrastructure that will mnimze the cost of

infrastructure and electric services in those nmarkets. But

to get there, the Comm ssion has to act decisively to

correct these design flaws really before it's too late.

"Il stop there and | ook forward to your
guesti ons.

MR COLEMAN. Thanks, Steve. Next we have Bob
Et hier, Market Monitor for | SO New Engl and.

MR ETH ER Good afternoon. Thanks for the
opportunity to address you all and share our experiences in
New Engl and. This norning as | was sitting through the
di scussion it occurred to nme that those of us from New
Engl and are especially well-qualified to speak here in front
of you today because we've experienced, either inplenented
or had on the design boards probably nore types of |ocal
mar ket power mtigation than all the I1SGCs conbined. It's
not somet hing we sought to do but that's where we are.

Thi s has occurred because we do have two
significant | oad pockets in New England and we've | earned a
ot of |essons frombeing there. | think the norning
sessions did a very good job of covering the broad
groundwork. | can't agree nore with the idea that we need
to get the prices right. Wat | want to do this afternoon

in these short remarks is sort of highlight a few areas
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where | think deserve special enphasis in front of you al
t oday.

The first one is that New Engl and has a cl ear
mar ket design problem W recognize that. W're working
very hard to solve that problem Wy do | think we have a
desi gn problen? The design problemis evident because we
have units in areas that are critical for reliability but
want to retire. That's a very basic test. |If the units
that you really need to have around aren't incented to stay
around in the market, then we need to eval uate how you' ve
structured your narket design.

| think one of the things that we've | earned from
our markets is that |ocal market power mtigation does not
stand on its own. You can't talk about it in isolation from
the rest of your market design. It's really integral to
your market design just |ike a capacity market may or may
not be just like reserved markets, just |like a |ocational
energy market. The push bidding our current |ocal market
power mtigation nmeasure, we frankly learned a ot fromthat
and | hope all the 1SCs have |earned a | ot fromthat
mechanism It was, | think, probably the appropriate policy
decision at the time given the constraints that we were
facing, but it is not a |long-range solution, in ny view

In ny view, a |ocal market power mtigation

neasure that also seeks to provide full revenue recovery for
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RVR-type units is unlikely to work in all or even nost
circunst ances because it hasn't work in New England. So one
of the short answers for why it hasn't worked is there's not
sufficient market power to allowit to work, which is sort
of an interesting consequence. There are a subset of units
that it could probably for but the report that we've put out
this fall shows, | think, very clearly that it did not work
for the broad cross-section of units that we have determ ned
are needed for reliability that are not able to recover even
necessarily the going forward costs under a rel axed bid

m tigation regine.

Wiile it may be an appropriate short-termfix, |
don't think it's the right enphasis for anyone to seek as
the long-termrenmedy to how do you incent folks to build in
| oad pockets. There are sort of two reasons why it's not a
good long-termrenedy. One is it didn't work in our
experience, frankly. The other is that it does actually
all ow di spatching inefficiency. That is sonething that we
can afford and we ought to avoid. It results in
ci rcunst ances where you di spatch | ess efficient thernal
units before you dispatch nore efficient thermal units and
it does this on a regular basis. That is not sonething that
we should want to perpetuate under our market designs in any
sort of degree, in ny view

The energy markets its inportant that you get
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efficient dispatch and one of the advantages of these
mar ket s shoul d be that they do get efficient dispatch so you
get the nost efficient resources running first and the | east
expensi ve resources running | ater.
The next point 1'd like to make is that | think
| ocal reserve markets are an under-appreci ated aspect of
mar ket design. | think that's sonething that flows directly
out of our experience with push. Wuat we really need in New
Engl and are nore | ocal reserves. W're not paying for those
reserves. That's why we're not getting them That's why
that's an inportant part of our narket design and
devel opnent plan is to get locational reserve markets with
scarcity pricing probably in the demand curve. That woul d
go a long way towards resol ving sonme of the revenue probl ens
t hat these resources have and | think it under-appreciated -
- part of it also is that it takes sonme of the pressure off
of the I CAP nmarket and the | ocational |CAP nmarket. People
are very concerned about very large ICAP prices. One of the
reasons that you have themis because you don't have this
| ocati onal reserve market and you're using |ocational |CAP
as proxy for these reserves. So you're paying everybody a
ot even if they're not really providing you with reserves.
If you can sort of disaggregate those products
and say, look, I"'mwlling to pay reserve resources a

certain anount it takes the pressure off the |ocational |CAP
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market. It neans you don't have to try to reward everybody
for providing a service they're not really providing to you.

My fourth point, | guess, would be that out of
mar ket actions are a bad sign. This has been said before.
We are doing themin New England but they're a bad sign
RFPs and RVRs should only be a last resort and should only
be in targeted instances. A good instance in New Engl and,
it mght be we have a couple of islands off the coast of
Massachusetts that are never going to have a conpetitive
mar ket and essentially, there is generation and of course
the transm ssion system You can inagine a case where that
woul d be an appropriate long-termsolution. It would be an
RVR contract but, in general, they should be an integral
part of your |ong-term market design.

| guess the final two points would be the
| unpi ness problem in ny view, is overstated. W' ve had
significant investnment in both of our |oad pockets and we
still have problens. | think it is the isolated exanple
where there's one investnent that solves the problem
conpletely. Inreality, it's the incremental investnents
that you don't get.

Finally, 1'd just like to rem nd everybody, and I
think the 1SO understands this, that in the I ong run you
can't avoid paying the costs for new entry. You have to

have a market design that allows that to encourage that new
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entry and that's the unavoi dable fact of all these narkets
and we all ought to keep that in mnd. Thank you.

MR COLEMAN. Thanks Bob. Qur |ast speaker on
this panel is Qunner Jorgansen from Sel ect Energy.

MR JORGANSEN. Good afternoon. |'m Gunner
Jorgansen appearing on behalf of the Northeast Uility
System M remarks reflect end use experience in New
Engl and and addresses, No. 1, the inportance of additional
infrastructure in mtigating | ocal market power and al so
neeting reliability needs and two short-termand | ong-term
sol uti ons.

Li ke PIM the electrical |oad pockets of New
Engl and are al so focal points for the debate over-bal anci ng
| ocal market power, mtigation with the need to nmaintain
local reliability and generators economc reliability. The
key to success in mtigating possible |ocal market power
i ssues i s having market design el enents that produce
efficient short- and | ong-term market signals to ensure
infrastructure. Peak and bonus nust be | aid out nmany years
in advance to provide clear, long-termmarket signals as
incentives for generation transm ssion and | oad response
enhancenent s.

New Engl and's standard mar ket desi gn began March
1, 2003 and the resulting LMP price signals have been

successful ; particularly, Connecticut's decision about
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infrastructure. The Northeast utility systemis built in
their subm ssion infrastructure to assure greater
reliability and resource adequacy in southwestern
Connecticut, but they're not conpleted yet. Attenpts to get
the market signal right in resource constrained areas of New
Engl and have produced a series of successive interim
solutions as well as broadly different cost allocation
mechani sns. These changes create uncertainty. Sone
Connecticut long-termrequirenments, not that they are

pi eceneal , due to uncertainty over new nmarket rules and
expect the high opinions by suppliers. Thus, efficient

| ong-term capacity procurenent fromgenerators is

j eopar di zed.

Wth this said, | comend the Conmm ssion for
recogni zing the need to address resource adequacy, market
solutions in certain New Engl and subregi ons. The New
Engl and st akehol ders process is nowin its 11th hour
produci ng a nmechani smthat inplenments |ocational and
deliverability requirements in the | CAP and resource
adequacy markets fromJune 1, 2004, in response to
Conmmi ssi on directives.

As | speak, the New England |1 SO | CAP problemis
for local areas prong to reliability of |ack of power
issues. This phase-in period coincides with the expected

time it takes to conplete certain transm ssion upgrades and
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to begin the devel opnent of additional capacity after the
phase-in. The proposal creates an i nmedi ate | ocati onal

capacity obligation for a local |oad enterprise to phased in
pricing mechanisns for all the required resources in the

ar ea.

Local peaking resources, in addition, are
guaranteed a common transitional paynent in recognition of
the local reliability role during the phase-in period. This
is simlar to I SO New Engl and's RVR contractual rents accept
of transitional price. Not an individual negotiated price
is available to all eligible resources. Al parties would
have the opportunity to viewthe units eligible for the
transitional price treatnent and review the cost factors
maki ng up the transitional price.

Pl anned resource additions are expected to occur
by the end of the nulti-year phase-in. Then we envision
that a New York-styled | CAP demand curve is the long-term
pricing signal for this subregion. This solution is also
being actively debated within New England at the nonent of
why is the phase-in necessary. New resources have various
deploynent tinmes. Tine lines nostly require three or nore
years, all depending on the resource technol ogy and
magni tude and | ocal sighting issues. Thus we see the need
to avoid and we did.

I mposition of |ong-termeconomc signals on
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current consuners when the market and infrastructure
additions are incapable for an i nmedi ate response to the
signal. What happens in the Connecticut-specific demand
curve were inplenented i medi ately wt hout a phase-in

provi sion. Consurmers would be exposed to 6 to $700 mllion
annual of price signals fromadditional resources. This is
an unnecessary transfer of wealth. The phase-in arrangenent
provi des direct revenues for high as well as | ow capacity
units in conbination wth infrastructure investnents. This
shoul d provide the necessary narket power mtigation by
creating stability in the marketplace. W see this as a
pragmati c bal ancing of difficult issues.

The proposal follow ng the Comm ssion's approval
woul d provide a well-defined set of pricing structures which
permts |1 SO New England to maintain its role as a market
referee and not becone a market participant, would relieve
| SO New Engl and from conpetently negotiati ng RVR contract
pricing ternms under duress follow ng by | engthy Conmm ssion
rate proceedings. This concludes ny prepared remarks. |'m
avai | abl e for questions.

MR COLEMAN.  Thanks.

MR GRAMLICH | had a question. First of all,
"1l make a quick comment. As you know, we always try to
get the bal ance of |oad and generation on these panels.

Someti nes we succeed. In this case, sone of the | oad-
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serving entities who buy and pay for our |ocal market power
mtigati on measures have representatives fromother parts of

the conpany. W will have an open-m ke opportunity.

["1'l junp into the question. On the |ast panel a
few people criticized the option of |oosening mtigation if
you find a case where price signals are not being sent where
t hey shoul d be sent and | heard, Bob, you say that can
happen where sonetinmes you wind up with a result that you
don't have enough market power to get the price high enough,
which is not the problem people usually think of.

Peopl e on the | ast panel were saying actually the
problemis you end allowi ng market power to be exercised
where you don't need the price signal. | guess I'd like to
confirmw th you that you can wind up with both problens,
then get others to cormment. | think, Richard, you spoke
about the idea that mtigation should be | oose or
nonexi stent in | oad pocket areas, so if you could conment.

MR ETH ER That's an accurate summary. |'d
el aborate slightly by saying that one of the reasons the
price didn't reflect the cost of the generation is because
what we were really buying were reserves. In Connecti cut
and in Boston, we often call on inflexible steamresources
to provide reserves for long stretches of the day because we
have insufficient quick-start capacity in those areas. So

whil e these particul ar resources, we have been benefitting
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fromrelatively high-offer prices, there was no usefu
mar ket signal sent that a new entrant could respond to and
hope to receive by entering the market. So to the extent
that there were increased revenues to generators, it served
the need to keep the generator around, | suppose, but it
didn't serve also the inportant need of inducing new entry.
It was a conbi nation of insufficient market power, if you
will, and al so what we were buying wasn't really energy, it
was reserves.

MR RAPP: | think ny comment was that we
understood the need for mtigation in certain instances to
t enper market power, but it will give you an opportunity, in
response to your question, to sort of address New York
specifically and where KeySpan thinks there should be sone
nodification to | oosen up mtigation as it exist today.

First, with respect to the day-ahead narket,
we're currently being mtigated on a 24-hour bl ock basis.
KeySpan feels that if mtigation is appropriate, it's
probably only appropriate in certain hours or a certain hour
of the future day. That should be addressed nore
specifically than having us mtigate it on a full 24-hour
peri od.

Secondly, ny remarks were that there shouldn't be
mtigation as it reflected the real-tinme price. And because

there are real -time changes, such as changes in the gas
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market, say, if that's our fuel of generation, they can

occur over the course of the day. The ISOreally doesn't

have the ability to address those real-tine changes and
effectively mtigate us to the extent that it isn't punitive

to us.

MR CORNELI: Rob, if I mght respond, also. The
push bi ddi ng experinment shows two things that seemlike they
work in the opposite direction. One that is relaxing
mtigation doesn't seemto help very much and the other is
that, at |east froma nunber of our perspectives, mtigation
still matters.

The real matter here, at least fromNRG s
perspective, is that energy prices matter a |lot. Energy
prices -- let's put it this way, what you can't recover in
terns of your fixed cost in the energy market you have to
recover sone place else, whether it's reserve markets or
capacity markets. The nore that can be recovered at
scarcity prices or high-energy prices at tinmes when denmand
is high the I ess need to conme out of these other mechanisns.
Rel axing mtigation is one way to do that. | certainly
agree with David Patton's observation this norningning, that
that can work in two different ways, neither of which is
necessarily what anybody woul d want to have happen.

It seens that the critical issue here is figuring

out what is to get higher, prices at tinmes when denmand and
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supply condition warrant that. There's obviously the
reserve shortage price and there is pricing of other system
actions that take place for and around reserve shortages to
keep them from happeni ng and droppi ng the voltage. Asking
for a voluntary |oad, reductions, recalling extra capacity,
there's a whole bunch of steps |like that and there's pricing
out of various different short-run margi nal costs, the high
end of output of a thermal unit on a hot day and when
there's a higher risk of tube failure and being short in the
real -time market has a nuch hi gher short-run marginal cost
than the average fuel cost of that nachine.

That could be reflected in bids. | think all the
| SO tariffs have provisions for that sort of thing to be
reflected. So I'"'mnot sure it's used very nmuch. It can be
reflected in reference prices as is done in New York. So
there's a variety of ways, both by relaxing mtigation but
probably nore inportant by making sure that the systens in
mar gi nal costs, which may be nuch hi gher than any
generator's fuel costs or actually setting energy prices.
Those are critical steps and | think the | esson of push
bidding is that, hey, there's not as nmuch market power as
peopl e thought, at least, in that |oad pocket and probably
ot hers.

If you want to get higher energy prices, as the

Conm ssion clearly did, you need to | ook sonme of these -- in
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t he Del marva order you need to | ook at some of these other
nmeasures making particularly sure that you' re not using
mtigation to hold people to their short-run marginal costs
when it's sonething higher than that clearly is warranted.

MR GRAMLICH  How do you bal ance that with the
financial and the investor representatives who discuss the
need for long-termcontracts? Do you say what nost of the
econom sts are saying, which is get the prices right. |If
the prices aren't right -- if they're too lowin a situation
where there's scarcity, then get themright and David Patton
and ot hers have given sone options to fix the market designs
to do that. Your theory seens to be if you get the prices
rights the loads for the entity nmust sign the long-term
contract. Do you think that's going to happen?

MR CORNELI: | think that is the basic theory.
What we're seeing in the New York | ocational capacity market
is an interesting correlation, if not a causation, and
that's that we have the SES project that was tal ked about
and the LIPA RFP, both comng out for 10-year or long-term
purchases for capacity new devel opnent at the same tine.
That LSEs are issuing these RFPs and facing a | ocational
capacity market. Energy prices, even when mtigated, can be
inthe multiple hundreds of dollars and a capacity market
with a demand curve that holds capacity prices up so that

t he expected cost streamto a buyer is high. | think what
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you're seeing is likely to be those buyers seeing prices
goi ng up above the cost of the contract and sellers who are
goi ng down bel ow the cost of the contract. Their getting
together and saying let's nmake a deal. | think that works.

MR FALK: Wat | was going to say about that is
essentially the same thing. In a world in which prices are
hel d down, it shouldn't be surprising that no one has any
great interest in signing a long-termcontract. They think
they can only |l ose on such a deal. And so it goes back to
what was said at the first panel, if the prices are right
and are truly reflecting these things, it would then be in
the load's interest and the mechani sns where they're all owed
by the state conm ssions or through the |load' s own self-
interest, |I think will devel op because they don't want to be
whi psawed any nore than anybody el se.

MR WEMPLE: Rob, just fromthe perspective on
LSE, ny retail affiliate, Con Ed Sol utions, does have a | ot
of load. On getting the price right is right for a couple
of reasons, it's not going to nmake any retail LSE go out and
hedge longer termthan its retail sales are, to do so woul d
be a specul ative position. So for a couple of reasons it's
inmportant to get the price signals right. It mght make
regulating utilities a bit long-term Regulatory conpacts
do sonething different, but a retail LSE can't afford to go

out and buy a five-year contract for supply if its retail
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sales are only a year and a half in duration

The reason it's inportant to get the prices right
is because the uplift, which is an unhedgeabl e cost, is
financial suicide for marketers. For us to guess at a price
and convey it to the end use custoners, we have to pad
uncontrol lable prices a | ot because you can't control them
by definition. You don't want to be on the wong side of
the equation. It al so danpens out whatever demand response
you were hoping to get for the limted custoners who are
willing to switch fuels or do sonmething different in
reaction to the right price. |If you re not generating that
right price in the first place, you' re not going to get the
demand response you want.

MR REEDER | wanted to conment nore about --
there were sone comments that peakers are sonething you
can't recover anything nore than their valuable cost. |
think it was pretty clear but that's true if you have no
decent rules for scarcity anywhere. But if you have decent
scarcity prices, they definitely can.

In New York we have demand side that bids, 200,
300, 400, 500, any of those can be on the margin well above
a peaker. If you don't have enough of that, the price could
go to a thousand if you' re short of reserves. So let the
scarcity itself, if it's truly occurring w thout

wi t hhol ding, drive the prices to the 200, 400, 500 or a
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t housand and the peakers do fine.

So in sone of the situations it may just be the
| ack of enough scarcity, but that raises the |ocational |CAP
concerns because enough scarcity to produce conpensatory
revenue streans for a peaker w thout any | CAP may be way
nore scarcity than society in New York Gty and places |ike
that want. So the | CAP narket, in essence, IS saying we
don't want to push scarcity that far. So it has enough for
days when we're really short to be conpensatory. W're
going to conprom se by giving extra revenue streans for | CAP
so that scarcity doesn't have to do it. But please, peakers
can get revenues well above their running costs by bidding
their running cost every hour. The studies David Patton has
shown show that. They're not fully conpensatory because we
have excess in a | ot of places.

It's certainly not proof if generators are
all oned to exercise market power and they cannot raise
prices to their long-run average costs. That's not proof
that they don't have market power. Many narkets get gauged.
They get surplus and the natural conpetitive price. You get
a thousand players, each with a 10th of a percent of
surplus, is pretty low The natural price, if you only have
six players with surplus, may be significantly higher than
that but not all the way up to the |ong-run average cost.

So mar ket power can pull you above the conpetitive |evel but
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still keep you below that sort of |ong-run average cost.

Just one other thing, |I think there was a coment
that there hasn't been nuch mtigation, much market power.
Well, New York Gty has had it mtigation neasures triggered
just constantly. So the fact that you haven't had really
hi gher prices isn't a sign that you haven't had nmarket
power. It is a sign you haven't had market power, but it's
not a sign that you should feel free that if you lift al
the mtigation measures you woul d continue to not have
mar ket power. The reason you don't have the market power is
because the mtigation is kicking in a |lot.

MR SINGH Mark, you nmentioned earlier that when
set the demand curve for reserves you should take into
account the revenues that you get fromenergy and fromthe
ancillary services markets. So we heard this norning of
scarcity pricing for energy and scarcity pricing for
reserves and, obviously, the demand curves. It would seem
t hen that we have sone digress of freedom W could pick
one really high and then the other one would be | ower
because you have a very high cap in the energy in the way
you set up the adm nistered scarcity pricing there.

Your demand curve, presumably, for | CAP woul d
cone out differently based on what you said earlier. Are
there imts or bounds on how much we can tweak this in the

extreme? You could certainly get rid of ICAP if you have a
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very high bound on the energy side. Do you have any

t houghts on that?

MR REEDER You're exactly right. A real world
exanpl e, when we were doing an anal yze of what the denmand
curve height should be for installed capacity, we had to
make an adj ust nment because we used historical data, which
produced the anount of revenues peakers get fromthe
ancillary services data. But we noted, wait a mnute, we
just load for scarcity pricing rules that aren't in |ast
year's data. They will be in next year's data. W need to
adj ust upward what the peakers will get fromthe energy
mar ket when the new scarcity rules go in and that let's you
adj ust downward as you suggest ed.

The demand curve, inthe limt, if you get enough
demand response, that is your way of responding to | oad
growth for the next 20 years, let's say, real-time pricing,
things Iike that and that's what you get instead of peakers
or instead of generation. Then instead of peakers on the
margi nal lot at $100, you have denand response on the
margi nal ot at $250. You can get a world where the energy
market is fully conpensatory to hard wire generators call ed
peakers wi thout having any involuntary bl ackouts. The one
day in 10 years is fine. That's an involuntary proposal.
When you have vol untary people cutting back, the price

clearing at 200, 300, 400, everyone who wants power gets it.
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The peakers make plenty of noney. The |ICAP market can go

away. That mght be a dreambut that's a |long-termvi ew

that we could try to strive for and that's how |l think it

coul d wor k

MR FALK: | just wanted to say one quick thing
about what Mark said. | don't want to not characterize New
York Gty as a | oad pocket. |If we were going to start

defining our type of |oad pockets, | think New York Gty
woul d be one. But you cannot draw t he concl usion just
because the market mtigation neasures have been used a | ot
that the market mtigati on neasures have necessarily been
effective since, after all, the bids people nake they nake
with the know edge that they're about to be mtigated. So
we don't know what the regine would be like with a different
set of mtigation measures.

Now | ' m not saying that New York should be
i mredi ately set |oose, but | think that there's a rea
threat here that | put on a market mtigati on neasure and
you say, see, look, it worked because | mtigated all these
bi ds around. But of course, you bid differently in a world
where you know you have a backstop that soneone wi |l change
your bid down to your marginal cost if your bid turns out to
be too high. So you have to take into account what people's
incentives are in the bidding. They will always be

condi tioned on whatever the mtigation happens to be. |
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don't think that necessarily goes to the New York Gty
exanple, but | think it's an inportant point to bring out in
general .

MR ETHER Harry, you nmentioned it seens |ike
we have sonme degrees of freedomand | think you' re exactly
right. But | think we need to recognize that there are sone
real inplications of how exercising those degrees of
freedom what that will have on the resource mx. The two
obvi ous ones are the thousand dollar offer cap. |If you were
to lower that substantially, you may reduce the anmount of
demand response. You may get fewer negawatts for energency
ranges of units, which, for exanple, in New Engl and hel ped
us out a couple of weeks ago. So you want to be careful
about precluding resources fromparticipating in the market.

And the other one that nobody's even had to
grapple with, with any luck New England wi |l have to soon,
is if you |l ook at the demand curve reserves, dependi ng on
how you shape that, you can dramatically change the
i ncentives for what kind of resources you' re bringing into
t he pool .

In New England it's pretty clear at this point we
need qui ck-start capability. W're on record with that.

But in the long run, it's unclear to ne how you nake cl ear
i nes about how much of each resource you want. That's a

problemthat we'll have to deal with down the road, but
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just want you to be aware, you're right, you can mx and
mat ch, but you're going to get downstream i nplications for
t he underlying physical facilities you get in your
mar ket pl ace.

MR O NEILL: Sone of you nmade reference to
cal cul ati ons about not earning your capital costs. 1In a
mar ket that's got excess capacity, wouldn't you expect that
to be the case and in a narket that was short, wouldn't you
expect that nunber to be higher and what are the
inplications? If you want us to do sonet hing now when the
market is in excess capacity, shouldn't we do sonethi ng when
the market is grow ng short?

MR FALK: There's no question that in a gult you
won't earn your capacity costs back. That's sinple

economcs. The flip side of that is, okay, then let ne

nothball the unit for a year. Let nme take it out. 1'm not
going to make even ny fixed O&M on the unit. | want to be
able to leave the market. |If you're stuck in the market to

sinply bear those costs, that sounds like a taking to ne.
MR O NEILL: That's a fair point but that wasn't
the question | asked. Wat |esson should we take fromthe
fact that in a glutted market you're not earning a return
until, let's say, a standard cost of service cal cul ation.
MR CORNELI: Let ne take a shot at that and see

if this gets to your question, Dick? There's a glut
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globally but there's not always a glut locally. For

exanpl e, there's the constrai ned areas of NEPOCL that have

actual shortages of the needed | evel.

MR O NEILL: | was being generic. | wasn't
trying to hone in on anything specific, but you raised the
poi nt about not earning in a glutted market enough to cover
a cost of service calculation. If we're to act on that when
you're not earning enough, there's an inplication that we
shoul d be acting on that when you' re earning too nmuch. [I'm
not sure either one of those is a good strategy.

MR CORNELI: If you took fromny presentation
that you think we ought to be paid the clear cost of
service

MR ONEILL: | didn"t. It was others.

MR CORNELI: | think the way that ought to work
is that if there's a shortage you should be earning nore
than your full cost of service and if there's a glut, you
shoul d be earning | ess.

O NEILL: There's no real full cost of service
cal cul ati on.

MR CORNELI: Let's put it this way, you should
be earni ng enough.

MR O NEILL: Over the long run, you should be
earni ng enough to earn the return on your investnent, but

t he short day-to-day cal cul ations or year-to-year
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cal cul ations can give a very m sl eading signal, so you take
them over a very short period of tine --

MR CORNELI: | think on a shortage situation the
m sl eadi ng thing should be that you're naking nore noney
than you' d like to later rather than you' re making | ess
noney than you'd like to later

MR O NEILL: 1In a shortage situation, yes, but
the problemis if you keep pointing out to us that you're
not maki ng enough noney based on this cal culation and we
shoul d do sonething about it, the inplication is that we
shoul d al so do sonet hing about it when you're earning nore
t han that nunber

MR WEMPLE: Richard, if you |ook at the
historical levels, say, from'99 through '03, we've been
under recovering and the next two years we expect to al so be
there. One woul d expect a conparable period of over
recovery. | knowit hasn't been the Conmssion's policy to
preclude over recovery, but the political reality is when
the prices junp up there tends to be a bias towards
additional mtigation, additional price caps. | do not have
confidence that the political environment will allow people
to over recovery for a sufficiently Iong period of tine
during scarce situations to offset the under recoveries
we' ve had for the last four years.

MR O NEILL: What's your solution?
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MR WEMPLE: Market reforns to have nore rationa
outconmes and | think the capacity market behavior going to
zero in New Engl and when units are needed suggests --

MR O NEILL: | thought we just agreed that the
rati onal outcone when there's excess capacity is you don't
make that nunber?

MR WEMPLE: But to fall as far down -- nobody's
suggesting in a surplus market everybody should get their
return, but we've had such a cycle and gone so far from
where new entrants need to be for anybody to have confi dence
to put nore nerchant noney at risk. W have to have an
expectation that you' Il have enough years above and enough
years below, and the |ast four years have been so far bel ow
and the next two years are also going to be below 1've got
six years of history that says the market's not going to
conpensate a peaker. | have no confidence we're going to
get six years of over collection.

MR O NEILL: But the I esson we should take away
is that we should get the market design correct, nmake sure
there's appropriate scarcity pricing, but not to try to
conpensate you over or under that nunber.

MR WEMPLE: | agree.

MR FALK: | think we all agree on that.

MR PERLMAN. Can | ask a question about that,

gentl enen? From ny understandi ng fromwhat you were saying
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is that you were adverse to any kind of mtigation.

MR FALK:  You have to read the |ong paper not
t he short paper, but, no, that's not right. | think ny
paper conmes fromthe observation that we seemto be so
afraid of market power that we're probably over mtigating
but that doesn't nean, | don't believe, that there are
certainly all kinds of situations in which mtigation is
warranted. The nost classic exanple, if you think to the
auction proposal, the auction proposal which we want to get
enough resources into bid in one of these situations and it
m ght take three to four years to bid mtigation for that
entire period up until that new resource could conme into
line. There's no reason for the incunbent generators to
sinply earn nonopoly rents for the period that it would take
to build their conpetition. There's no obvious productive
efficiency or any other sort of result fromthat. |It's not
that 1'mopposed to mtigation. It's that you have to think
about why you're mtigating, who exactly you' re hel ping and
who exactly you're hurting and what you're doi ng about | ong-
run productive efficiency.

MR PERLMAN: | understand. But what | think we
tal ked about this norningning was the structure where you
have scarcity pricing with the admnistratively set
conponent for the scarcity and operating reserve conponent

but with relatively robust mtigation in the energy nmarket
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sort of when those things were not inpacting prices, so you
woul d end up with sort of with a mtigation structuring

today but with additional opportunities in tinmes of scarcity

or however we define them |Is that sonething you d be
confortable w th?

MR FALK: | agree with that but ny takeaway with
that is that once the prices is right, and I think Bill said
that mtigation problens present thenselves, it's actually
now a nmuch smaller set of units. It's a nuch easier to
define set of problens and you take themon one at a tine.

MR TIGER A foll owup question on, perhaps, we
have this question about the mtigation in New York and it's
mtigated 50 percent of the tine in the day-ahead nmarket and
presumably we have these debates internally about whether
the market signals are being sent in situations where there
is that kind of mtigation. Presumably, there are projects
on the board. You nentioned two of them specifically, New
York | oad pocket. Maybe you can talk a little bit, both of
you, in terns of capital |ooking at mtigated prices and how
you conpare the PPAs that are underlying projects versus the
mar ket prices that you receive that may have an
admnistratively determ ned conponent and a narket
conponent .

MR ANDERSON:  Jonat han, | mght take a first

crack at that. You have a broader perspective as an advi sor
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on these, but here are two topics and these is nmeant to be
sonmewhat responsive to your point, M. Ganlich about what
do we nean when we're tal king about contracts. | hear sone
di scussi on about there needs to be a price signal that wll
tell capital you can get your return if you cone when you
get to the point that you need new capital to cone in and
buil d peaking units. M coment about ne providing | ong-
termcapital for power infrastructure is a little separate
topic as one of needing a signal to get capital in and the
second separate topic is what kind of capital are you
attracting? Do you have a volatile system where soneone
with a 25 percent return requirenent says, okay, |'ve now
got a rate design that will allow nme to deploy ny equity
capital in here and take a bet on building a peaking unit?
O do you have sonething with nore predictability and a

| ong-termcontract that the debt investor can rely on and
that has to be backed up by the | oad-serving entity seeing
his ability to pass that through? |If you do, you' ve now
unl ocked 7 percent return capital, to use an exanple. So
you' re bl ended cost of capital and return that the ultimte
user has to pay it is now 13 percent instead of 25 percent.
So | hope that puts a little bit in context ny narrower
coment about contracts versus the broader discussion of a
| evel of returns has to be high enough to attract capital.

MR O NEILL: It sounds |ike a great deal for the
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buyer.

MR ANDERSON: That's right. That's the power of
unl ocki ng sone debt capacity in this market as opposed to
having it be so volatile that, while theoretically conplete,
it's an equity only market that's going to be a nore
expensi ve proposition for the ultinmate consuner

MR O NEILL: And | guess the culinary is it's
going to be nore expensive if you want to live in the spot
market than it is if you basically sign long-termcontracts
that follow the rest of the investnent?

MR ANDERSON. That's right. In the long-term
contract for your full requirenments you' |l never get it
right, so you try to figure out that right mx of how nuch
you can nake a long-termconmtnent for and how nuch you
need to | eave open because you know the future wll always
be different fromany one projection, but we agree on the
basi c prem ses.

MR BALIFF. | think the nature of what you're
hearing fromus is that your return market is the signal
okay? Unfortunately, | can't comment on the angel's dancing
on the head of the pin. However, | can tell you that that
market, to get it right is inportant because it is going to
be the basis of these contracts which, again, are the
necessary but not sufficient condition. That being said,

and that's by the way, is the 7 percent noney. You're
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| ooking at the 7 percent noney. W' re having access to the

25 percent noney. By the way, that doesn't nean that this

noney is smarter than this noney. To say that there have

been dunb investnents in this sector is an insult to dunb

i nvest nents.

(Laughter.)

MR BALIFF. But the ideais if you want to
create the solutions that are |ong-termsolutions not short-
term sol utions, you need to be able to have the right
market. If it's a dunb investnent, just like Bill said, you
| ose the noney. So what, you know, that's the risk that you
take. The issue that we're getting into fromour side is
the risk neasures al nost conpound each other if the investor
has to take construction risks conbined with commodity risk
conbined with regulatory risks. This is when you actually
start to see the market shutoff and you don't get
investnment. There's a mx with the short-termand |ong-term
investors certainly who cone into this market.

Right now we're on the cusp primarily because we
have so much liquidity that it mght actually be masking
sone of the problens that would be inherent, i.e., a
shut down of the marketplace. Ri ght now you don't have that.
| can tell you, you also don't want to have very hot noney.
We're tal king about the left side of the bal ance sheet the

way | think, the asset side. You want to have -- that's
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very volatile given the nature of our market. Do you want

the right side of that bal ance sheet also to be hot noney

comng in and out? | don't think so. That's why we need to
have sone of these risk mtigation nmeasures.

MR PERLMAN. Can you describe what you nean by
"regul atory risk" and how we can act to reduce that risk?

(Laughter.)

MR BALIFF. | think the exanple of probably the
regul atory risk, for lack of a better word, that freaks out
the investors the nost are the reg out structures that you
saw in PPA contracts. And again, those were nostly -- they
can be state, but it's less (inaudible) based, okay? So if
you have a long-term let's say, five year contract or we
have this 10-year contract with Con Ed for the SES plant --
| can tell you there are none of the reg outs that you saw
in the California contracts.

The investors are kind of fool ne once kind of
investors. So don't think you can have that type of reg
out, but they're also concerned with rapid significant
mar ket structure changes. Again, fool ne once. They're not
going to be basing their cash flows on any type of rate
caps. I'msorry, they' Il base sone of their caps, but
nobody going to think you can get greater than a thousand
dollars. That's for the equity. That's not for the debt.

The debt is really going to placing in their own perforners
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and their calculations a certain anmount of what they

consi der as reasonabl eness for the markets that are all owed,
and if there are rapid changes, that's the regulatory risk
that 1'mtal king about.

MR COLEMAN. Now that we're getting ready to go
to break, to take a couple of mnutes, as we said at the
outset, if there's anyone fromthe audi ence fromthe | oad
side who would like to make a comment we have a m ke right
here. | would just ask that you'd give your nane and your
affiliation for the court reporter so it can be transcribed.

MR SASSON My nane is Myer Sasson from Con
Edi son, the regul ated conpany for New York Cty. | welcone
very much, Mchael, your idea of the LSE viewpoint. There
are |ots of ideas going through ny mnd from what happened
this norning, which I think was very, very good.

I'"d like just to say that the transm ssion owners
in New York had a tight pool for about 25 years before the
New York 1SO was created. | was part of the teamthat
formed and proposed the New York 1SOto the Comm ssion to
enmul ate the New York 1SO 25 years of experience all the way
fromnmandatory rules to liability rules to capacity markets,
| ocational capacity markets and we have | ocational reserves.
W had them before. It was not a deregul ated market but we
had all of those because they were all needed to keep the

lights on. That was the bottomline. | think that was
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enmul ated fromthe New York | SO

Right after the New York 1 SO was fornmed and we
started operating we did have to fix many flaws in nmarket
design. W did not have the sophisticated mtigation
nmeasures that David Patton put in that addressed the real
situations, especially in New York Gty. New York Gty has
| oad pockets. As a whole, it's a | oad pocket but inside New
York Gty there's many, many subl oad pockets; yet, it works
wel | .

If you look at prices in New York Gty in the
past nonth where we've had high gas prices, we've had very
high prices in New York Cty. The prices in New York Gty
do reflect what -- it's been the highest price in the state.
That is the right mx of prices that we shoul d have because
New York City is the nost congested portion of the state.
Where is generation? This norning it was very clearly
stated. Wiere is generation on site in New York Gty where
peopl e are thinking they should be building transm ssion
into New York Gty? | think we have a market that has the
ri ght balance of mtigation, scarcity pricing, |ocational
capacity, locational reserves that is providing the right
signals for generation and transm ssion to want to build.

The last point | wanted to nake, a couple of
qui ck points is, and |I think David and sonebody el se al so

sai d sonet hing about this this norning, you don't
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necessarily relieve a | oad pocket by building transm ssion.

That nmay not be the right thing to do. |[If the market wants

to do that, that's fine. Froma nerchant point of view --

but New York Gty is reliable with it's | oad pockets.

Renmenber, it was designed that way. Wen the vertica

utility had existed, it designed New York City with all its

| oad pockets as the nost reliable utility in the whole world

and it still is.

The idea that | oad pockets nean unreliable
systens just doesn't add up. W operate to a second
contingency in New York Gty, a higher availability measure
t han anywhere el se and we are reliable with our | oad
pockets. So if, froma nerchant point of view, there's a
thrust to build into New York Gty, that woul d be great.
That's fine. But it's not necessary froma reliability. W
need to keep that bal ance in m nd.

The | ast coment, not to abuse what you have
offered ne is -- it's an open m ke.

(Laughter.)

MR SASSON: Is that we had an RVR problemin New
York Gty because of all these | oad pockets and subl oad
pockets it was very difficult for all of the market design
to bring in all of the reliability requirenents into the
market. So very frequently our operators in New York Gty

needed to say we need to increase generation, take it out of
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the market and we'll call it out of nerit. It's an RVR for
a few hours. Yet, we work hard with the New York | SO and
cane up with changes in the market design that were able to
bring the RVR into the market design so that now the

sel ection of the RVR unit, and there may be nore than one
unit, that nmust run at a higher level in a given | oad pocket
to resolve the reliability problemis no | onger dictated
manual ly. It is within the market rules. It effects prices
and, yes, there is mtigation and it is subject to
mtigation. Wth mtigation, we have had high prices in New
York Gty and | think that is the right mx. Thank you very
much for giving nme this opportunity.

MR KATHAM Can | ask a question that has to do
with -- we've been talking in the first panel and this panel
about LSEs and signing long-termcontracts. Could you speak
to Con Ed's decisionnmaking and why it decided to go and sign
| ong-term contracts?

MR SASSON: | would rather not address the
guestion right now There's a reason for it and it is that
ny invol venent has not been cl ose enough to that decision to
be able to do nerit to your question. |It's a very serious
question. We would, in witten comments, reply toit. W
wer e advocating the need that in capacity markets we do need
nore | ong-range capacity structures than we have today, and

the reason for that was we were convi nced that the financi al
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mar ket s needed nore | ong-ranged signals, steady signals than

a six nonth-to-six nonth capacity market that we have today.

That is one thing that we're working on. The very, very
specific issue you're nentioning we'll address.

MR COLEMAN: Al ong those |ines, Jonathan, you
said that Conjunction Project -- project as well.

MR BALIFF. Auction is follow ng the FERC rul es
for an open season. That auction will commrence at the end
of February. W will be going out with contracts. Wat we
are seeking, though, is actually not one player, even if Con
Ed cane in -- maybe we'd nake an excepti on.

(Laughter.)

MR BALIFF. The idea is we'd |like to have
diversity of contracts very simlar to what you see in the
gas pipelines so that you don't have -- it'll be easier to
finance in the marketpl ace because you'll have diversity,
but we have to follow the open auction season.

MR PERLMAN. |I'msorry. Thank you for point
that out. Do you have a duration of contract that you're
going to need in response to that process to get financing?

MR BALIFF. W are |ooking at 10-year contracts
as the heart of the envelope. It is an open market process
that the FERC designates for good reason, and really what
we're going to do is follow what the market tells us it can

do. And obviously we have to cross-check to make sure it's



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263

DAV/ | 0]

financiable, but it's an interplay between the termof the
contract and the price of the contract. And in these
financi ng markets, the good news is we can accept sone
things that we probably couldn't accept four or five years
ago because of the | ow cost nature of the capital markets.

MR O NEILL: Wuld you do anything differently
if we didn't have open season requirenents?

MR BALI FF:  Yes, we woul d.

(Laughter.)

MR BALIFF. | think the nature of what we'd want
to dointransmssionis to try and nmake it | ook nore Iike
gas pi peline and power gas pipeline.

MR O NEILL: They have open seasons.

MR BALIFF. But it's a different type of open
season. I'Il put it this way, what would | do differently?
|'"d like to take a hiatus for 5 or 10 years, have a couple
of nore open seasons happen, then conme back and start
financing. |It's a very difficult process now because the
open season on gas pipelines is such a tried and true
neasure. The nature of that market in getting the open
seasons nore toward negotiated contracts is just nuch
qui cker. There's less uncertainty. An electric
transm ssion, because it's all so conplicated, though,
because of the nature of our contracts cannot be physi cal

contracts. That's a huge difference. The physical contract
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for a gas pipeline, which is under an open season, neans the

of ft aker has physical capacity. 1In electric transm ssion

lines you do not get that because of the nature of the New

York |1 SO says that you cannot have that. They nust contro

the |ine.

O NEILL: Even in the D.C. line?

O NEILL: Even in a D.C line.

2 3 3

COLEMAN.  CQur tinme is up here
MR ONEILL: It would be nice if we could
understand the differences between the gas and el ectric open

season that you would like to see.

MR COLEMAN: | want to thank the panel. | have
3:14 by the clock on the wall. W're going to take 10-
m nute break and get set up for the last panel. Then we're

going to start pronptly at 3:24. Thanks.

(Recess.)

MR COLEMAN. Ckay, folks, we're going to get
started with the |ast panel here. Qut of courtesy, if you
could sit down or nobve your conversation outside.

W're going to get started here with our | ast
panel this afternoon, as we have in the norning, a nore
board overview of sone of the RW issues. W just finished
up with a panel dealing with Northeast issues. This |ast
panel is going to give us sone insights into sone of the

| ocal market power issues in other regions of the country
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whi ch we haven't addressed yet. So we'll have a panel that
covers a nuch broader geographic spectrum W're also

starting off with a financial perspective on this.

The first panelist here is Howard Newran, Vice
Chai rman of Warburg Pincus. W're delighted to have you
with us, Howard, for a comments. Thank you. You have five
mnutes to inpart all your wi sdomupon us that you' d |ike
to.

MR NEWWAN.  Thank you. | don't have a |lot of
wi sdomto inpart to the technical part of this panel. |'m
delighted to be here today. Wrburg Pincus is a specialized
private equity firmw th significant experience in the power
business. W were financiers of a conpany called the
Jam kowski Conpany in the m d-80s which devel oped a | ot of
power plants in the New Engl and market around the |roquois
pi peline. W got out of the generation business in the md-
90s and entered it again in the late-90s with an investnent
in a conpany called Conpetitive Power Ventures and two ot her
conpani es, one of which was called Nucl ear CGeneration and
one of which was called Insight.

W have sone experience in being on the supply
side part of the energy markets, and | think nmy coments
here today would reflect how we view the issues fromthe
supply side, and to sone extent how sone of the issues in

the nust-run issues relate to that. Fromthe perspective of
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a supplier of capital, what's nost inportant to us is that

we go in a systemwhere the rules are well-defined, clear

and stable. They provide adequate opportunity to earn a

return on and of capital. That's the long and the short
perspective of what it neans to be a provider of equity

her e.

I n maki ng those assessnents, you bal ance the
opportunities and risks against the opportunities in other
investnments and we can |look at this in a conpetitive sense,
in a nmarket sense where the market is the market for our
capital. To put that in perspective, Warburg Pincus is a
private equity firm It currently has investnents in
private and public conmpanies worth around $10 billion and
has around $5 billion available for new investnment as we
speak, 60 percent of which is dedicated to the U S

W are aggressively and actively | ooking for ways
to get involved in the generation business, and to date,
have been unable to discover the opportunities which works.
As we | ook at the generation business, there are two parts
to it fromour perspective. One is the energy margin, which
| think is the part of the business which we're very
confortable wth.

The part of the business which we're not
confortable with is how we see what people refer to as

"capacity revenues" or the return on excess of the energy
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margin. And as we've |ooked at the market structures which
peopl e conme up with, issues about whether you should rely on
price spikes for 1 percent of the tinme or whether you can

rely on an | CAP market or things |ike that. Those are the

i ssues that are nost inportant to us. Wat we need is sone
clarity and sone pernmanence on how t hose nechani sns wil |

provi de revenues adequate to support the capital which we
provide. That's the perspective | bring to this.

| think I will do sonething nost speakers won't
do, is cede the rest of ny five mnutes to sonebody who's
got sone nore techni cal conments.

MR COLEMAN. | appreciate you ceding your tine
to us, Howard. Qur next speaker is Danielle Jaussaud,
Director of Econom c Analysis and the Market Oversi ght
Division of the Texas Public Uility Comm ssion. W're very
pl eased to have you here to give us sone observati ons about
what has happening in the great state of Texas.

M5. JAUSSAUD: Thank you. M nane is Danielle
Jaussaud. As you said, I"'mwth the Marketing Oversi ght
Division of the Public Uility Comm ssion fromTexas. |'m
going to tal k about the experience we have had in the ERCOT
mar ket with | oad pockets and generati on pockets.

The ERCOT market is a zonal system W have five
zones and five comercially-significant constraints. Inter-

zonal congestion is resolved through redi spatch and through
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zonal bond and the costs are directly assigned. |Inter-zonal
congestion costs are hedged TCR auction by ERCOT. Internal
congestion is solved through redispatch. 1In this case, the
costs are restricted to loads. |It's applicable to al

| oads.

Local congestion costs in ERCOTl have been very
hi gh between July 31st of 2001, when the market opened, and
June 2003. Local congestion costs anmounted to $550 mllion.
O these, about $60 million were for out-bal anci ng energy
and about $50 million were for down bal anci ng energy to
sol ve | ocal congestion problens and to sol ve those probl ens
when a conpetitive solution existed in that |ocal area.

In June 2003 the total bal ancing energy costs
resulting in local congestion was $58.8 nillon, which was
nore than half the total anount since the market opened in
July of 2001. So we run into a problem because that the
nmet hod that we were using for solving | ocal congestion was
faulty. I'mgoing to explain a little bit why it resulted
in this problem

Under this nethod for solving | ocal congestion,
bi dders submt a resource-specific opening bid if a market
sol uti on does not exist ERCOT depl oys energy from needed
resources out of nmerit. Selection of the unit to be
depl oyed is based on the unit's chief factor tinmes the

prem um bid absent the market solution conpensation for out-
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of-nmerit is based on generic costs plus a percentage. The
per cent age has been 10 percent.

Now a market solution is defined as three
unaffiliated resources that soneone bids to ERCOT and than
solve a circunstance of |ocal congestion and no one bi dder
is essential to solving the congestion. |If a market
solution exists to solve |ocal congestion, the resource
selected is paid according to the bid premumthat is
submtted. Sone resources do not want to be deployed. For
exanpl e, many conbi ned cycle units do not want to be
depl oyed. They do not want to decrenented. For exanpl e,
cogeneration base-load units | oad nucl ear and so on.
Resources were at some point instructed by ERCOT that if
they did not want to be depl oyed they should submt a
premum bid of a thousand dollars, plus a thousand dollars
if it was increnental energy mnus a thousand dollars for
decrenmental energy. That would indicate to ERCOTI that they
shoul d not be depl oyed except as a last resort. That
approach turned out to be ineffective. It was ineffective
because bidders did not know when there was going to be a
mar ket solution and they didn't know when to bid
conpetitively.

There was no incentive to bid conpetitively and
nost bidder did at cap level to indicate | oad depl oynent and

that was al so due, in part, to faulty depl oynment mechani sns
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of some plants |ike the conbined cycle plant. The market
solutions existed in less than 5 percent of the cases. This

is what we found. The approach was ineffective because no

di sincentive existed to discourage generators from buil di ng

new generators and there was no incentive to build where

gener ati on was needed.

In June 2003 what happened then was that a market
solution was created when a new generator built in a
constrai ned area, which happened to be a generator's pocket.
This resulted in this high cost of alnobst $60 mllion to the
market in just one nonth. Imediately follow ng that,
ERCOI" s st akehol ders commttee voted to suspend the narket
solution so that after that the conpetition was based on
generated costs only, even if there was a market sol ution.

A taskforce was created to explore alternative paynent
options and anot her taskforce was created to | ook into
possi bl e infrastructural inprovenents to relieve the severe
congestion that existed in that area.

The issues that the new sol ution needed to deal
with is that we needed to find a way to provide incentives
to bid conpetitively where our market sol ution existed or
exist. W needed to attract investnents where new
generation is needed. W needed conpensation that is
attractive but not so attractive as to create

inefficiencies, and we an experience with that previously,
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where conpensation for RVR was so attractive that a unit

seens to prefer being an RVR unit rather than play the

market and it was an inefficiency that was created. W

needed conpensation that woul d assure efficient depl oynent.

In other words, we didn't want conpensation that woul d | ead

to the depl oynent of inefficient units before efficient

units were depl oyed. W needed to recognize that resources
cannot nove easily nuclear, hydro, cogen, et cetera.

Finally, we needed to have a solution that woul d
have a noderate price inpact. I'mpass ny tinme and | can
stop here and maybe pick up with questions later on or in
t he di scussi on.

MR COLEMAN. Thank you, Danielle. Actually,
see our next speaker is sitting between Texas and
California. And | think in terns of having a person to dea
with those markets, he's probably the best person we coul d
have here. John Meyer from Reliant Resources. Thanks for
showi ng up, John

MR MEYER | want to thank the Comm ssion for
inviting me to speak today on | ocal market power mtigation
First, just to kind of give you a taste of the issues that
Reliant's addressing, we operate in essentially all the 1SO
mar ket s except New Engl and currently. W have roughly 5000
megawatts of supply in PJM 3000 in M SO 3000 in New York,
about 3000 in the Southeast, mainly, in Florida, 1000 in
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Texas and 4000 roughly in California and sout hern Nevada.

W al so have about 13,000 negawatts of peak load to serve in
ERCOT and several hundred negawatts outside of ERCOT in
various narkets as a retail provider.

Having said that, I'd like to kind of get to the

crux of the problem | kind of feel, speaking I|ast,
particularly after the last two panels, |ike a father who'd
handed his son his fishing rod and reel. H's son has thrown

the ine out in the water and it's all tangled and he hands
it back to you and he says, will you fix it. e're going to
try to reach a perspective a little bit on this, but we've
had a lot of different coments today to deal with.

First of all, I think we'll generally agree that
this is not an easy problemto solve. No one has really
solved it yet either. W could probably also agree there's
not going to be a perfect solution or a "correct” solution
to the problem There's going to be a solution we can cone
up with. W'd also probably agree that we need to protect
the custoners by preventing an uncapped or unheeded exercise
of local market power. However, one speaker did set this
right. W need to define market power correctly. That's
the ability to change price different froma conpetitive
| evel for a significant period of tinme, and | guess we coul d
argue about what each of those conponents neans but not

today. | hope we can agree to sone general principles and
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that's kind of the way Reliant has approached this, to |ay

out principles that may be needed.

W' ve cone up with three basic things. Mny of
t hem have al ready been tal ked about today, but we hope that
we can devel op objective standards that define when
mtigation is required in a local sense. | guess, first, we
have to ask ourselves the question whether this is a
tenporary | ocal market power problem In other words, the
line is out, the generator tripped off line, different
| oading pattern today, or is this chronic. In other words,
isit predictable and it occurs quite a bit of the tine,
hundreds of thousands of hours during the year? Then, as we
| ook at do we need to mtigate this congestion occurring,
and | think this is sonething nost |SGs worry about, if
there's no congestion, obviously, why mtigate?

The next problem as Danielle nmentioned, is we
bel i eve there shoul d be sone conpetitive test or solution
test that tries to identify whether there's sufficient
bi dders or not. Not everybody goes this far, at |east, not
in what | call near real-tinme like hourly or daily. Sone
peopl e have done studies that last 5 or 10 years forward.

And lastly, we need to nmake sure the bids are
above sone conpetitive cap. Wen | say a conpetitive cap,
it's a cap associated with that |ocal market power condition

or the real value of that. Having said that, we need to
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devel op that standard. W also need to provide price
signals that incent a |ong-term narket solution to solve
t hose constraints that we're worried about where there is
the potential to have market power. W' ve had a |ot of
di scussion on this issue that the conpensation to generators
or suppliers needed for reliability should be consi stent
with the conpetitive outcone, and | would add for that |oad
pocket .
| want to point out that conpetitive outcone
isn't necessarily the same, as sone have said, as the sane
conpetitive outcone as when you have an unconstrai ned case
with no constraints. Those are different |evels of
conpetitive outcone to nme and we' ve nentioned the
conpensation for that also should recognize that those units
in that | oad pocket provide a unique and val uabl e servi ce.
Reliant has offered, | believe, in different
dockets, two different ways to solve this. Qur current
approach is what we call a "systens survey unit” which | ooks
at the highest priced unit in the systemon an annual basis
and establishes that cost as the cost of the cap in all |oad
pockets. The other way we've approached it is one the
Conm ssi on had adopted previously as a proxy new entry CT,
which is nore of an adm nistrative approach. However, it's
still probably a good way to do it. So either a systens

survey, which is nore of a market approach or sone
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adm ni strative approach with a proxy for a new entry.

Lastly, our third principle is you need to
provide an exit strategy. No matter how well we can set the
price or set a cap for those that m ght have market power in
that | oad pocket, we will mss on some units and that those
units that are inefficient wll not recover their noney and
they should be allowed to retire. And we need, | think, for
fairness and for reliability to devel op a proper exit
strategy that could |lead to an auction that actually, one,
provi des the corrected neasures for that strategy and al so
it values the exit strategy.

W had sone discussion earlier on who does the
auction. | think it's sonebody that's a dependent. Having
said that, I always felt the RTO should do it. her
i ndependent parties could also do that. | think Danielle
pretty well covered the ERCOT situation. | mght just
mention that the conpetitive solution test that was utilized

there was three unaffiliated bidders where no one is

pivotal. That was actually done. W intended it to be done
prior or ex ante. It was actually done ex post, very ex
post in settlenment. It had limtations as Danielle

nmentioned. One, because we had portfolios zonal bidding
with option unit premumbids that kicked in for the
conpetitive test. That proves sonewhat unworkabl e.

The other large problemwe had with it, as she
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mentioned, is we had an inappropriate allocation of costs
whi ch basically spread and nuted all the signals and that
conpounded the problemof trying to create adequate
behavior. So I think some of those | essons need to be
consi dered, of course. LMP is a junp start conpared to
zonal bidding. Wth at, I'lIl stop for now and try to answer
any questions on other itens.

MR COLEMAN. Thanks, John. Next we have Jud
Mosl ey, Director of Wol esale Custoner Relations at Pacific
Gas and Electric, and simlarly, | believe, has been
i nvol ved in a nunber of the RVR contracting inplenentations
in California. W're glad to have you here, Judi

M5. MOSLEY: Thank you. 1It's good to be here.
W' ve heard a | ot today about different things we should do
in the market to correct the problens of |ocal nmarket power.
' mnot an econom st and |I'm not going to wade into that
debate, but | do want to say that that is the place to fix
this probl em

I conme here today with a different perspective.
| come here today to tal k about sone of the experiences that
P&E has had with RVR contracts and sone of the
frustrations, quite frankly. So I'm hoping you'll agree
with me that the RWR contracts should only be used as a | ast
resort. W've really got to get the markets right first.

The use of our RVR contracts has been very wi despread in
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California anyway. And while the older units may require an
RVR contract in order to keep running in a | oad pocket, it
seens to us that RVR contracts aren't really necessary for
the newer and nore efficient units. Those units should be
encouraged to participate in the markets and get their
energy to the market in that way. |If a unit is econom c,
there is no reason to assunme that it wouldn't be running
under nornal circunstances.

| wanted to go into a little bit nore detail on
the particular RVR contract structure we have in California
and sone of the problens that that's caused. There is two
types of RVR contracts in California. Under the first type
a generator receives an availability paynment to conpensate
it for keeping the new unit available. Then when it's
di spatched, it also gets a predeterm ned val uabl e cost
paynent .

Under the second type of contract, however, the
generator is actually renoved fromthe market. The
availability paynment it receives fromthe | SO covers the
unit's full fixed costs. This second type of contract,
whi ch is known as "Condition 2" has caused sone really
i nsidious market distortions in California.

First, by renoving these units fromthe market,
it actually increases the scarcity of generation which

i ncreases the cost of generation on the market, including
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energy fromother plants owed by the sane entity. But

second,

and |'1]1

customers can actually kind of wind up paying tw ce,

tell you what | nean by that.
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The Condition 2 units have been renoved fromthe
market, they're not producing energy and ancillary services.
Consequently, PGE is required to go out and procure energy
and reserves fromother units, even though P&E s custoners
are paying the full fixed costs of those units, the
Condition 2 units that are largely idle.

As the Comm ssion recogni zed in the Devon Power
case |l ast year, RWR agreenents should be a last resort and
the proliferation of these agreenents is not in the best
interests of the conpetitive market. W agree
whol eheartedly with that sentinent, particularly when it
cones to these Condition 2 agreenents, and we urge the
Conm ssion to elimnate these types of contracts.

The Conmi ssion has gone to great lengths to
establ i sh and support conpetitive whol esal e energy nmarkets.
We think that, to the greatest extent possible, we need to
support those markets by requiring that units run in those
mar kets, rather than subsisting soley on the RVR paynents.

Al though I"mnot going to get into the details of
pricing in the market as a whole, | do want to talk a little
bit about the pricing of RVR contracts. | think the guiding
principle really needs to be one of neutrality. RMW
generators should be no better off and they should be no
worse of f than other generators.

So, under the net increnmental cost approach, RWR
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generators are conpensated for all costs associated with RWR
obligations. So, for exanple, if you do have a ol der
uneconom c plant that is needed to run to support
reliability of the grid, they will be paid an anount
sufficient to cover the shortfall between what is forecast
to recover in the market, if anything, and its ongoi ng cost
of operations.

If it can make nore in the market, it keeps the
profits. That way, it has every incentive to participate in
the market. The advantage to this approach is that RWR
owners are conpensated for all of the costs of RWR
obligations, |ocal market power is mtigated because there
is no nonopoly rents. RMVR owners are encouraged to
participate in the market, and they don't have a conpetitive
advant age over other generators.

There is one other issue that |I think nerits
consi deration today. Once you figure out the best way to
price an RVR contract, you still have to figure out who
shoul d bear the cost. Pursuant to the Commssion's efforts
to elimnate rate pancaking, PGE s transm ssion costs are
spread to all users of the California | SO system but RWR
costs are borne exclusively by PGE s custoner. To us, this
seens i nequitable, because RVR contracts, the units were
installed as a cost-effective alternative to transm ssion,

and those RVR units are need to support reliability of the
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grid. So, to the extent that we really need to have RWVR
contracts, we think we need to take a really hard | ook at
how t hose costs are spread to custonmers. Wth that, 'l
concl ude ny remarks and address questions at the end.

MR COLEMAN:  Thanks, Judy. We'Il turn next to
Keith Casey fromCal I1SO Keith?

MR CASEY: Thank you, M. Coleman. 1[|'d like to,
first off, thank the Comm ssion and Comm ssion staff for
hol ding this conference. It's a pleasure to be here to
provide California | SO s perspective on this very inportant
issue. It's extrenely inmportant to California as we nove
forward with our new market design

The di sadvantage of going so late in the day is
that it's hard to be original. The advantage is, it is an
opportunity to build off of some of the comments |'ve heard
from the previous speakers.

Several points have been nade today that | agree
with, and | would like to reinforce them and there have
been sone points that | don't agree with and would like to
expl ai n why.

W heard a | ot today about getting the prices
right, and there are a few points that I would |like to nmake
about that. | wholeheartedly agree with M. Bowing from
PJM t hat, absent physical scarcity, the correct price is the

unit's marginal cost of production. | think that's a
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standard that nost econom sts would agree with

I whol eheartedly agree with the concept that you
can have market power problens in | oad pockets, but not have
scarcity. You can have an abundance of generation, but it's
owned by one generator owner, and they are able to exercise
mar ket power, so you need to discern true scarcity from
mar ket power .

W support the concept of physical scarcity in
devel oping pricing rules during periods of scarcity. 1In
fact, our proposed NDO2 design actually does have an el enent
of scarcity pricing. Sone of the concepts proposed today
relating to scarcity when operating reserves drop bel ow a
certain |level, perhaps has sone nerit, but | think there's a
ot of things that need to be worked out to really iron out
whet her that approach has nerit.

H gh prices or the threat of high prices are
necessary to incent new generation. W've heard that a | ot
today. The story basically goes that |oad-serving entities
aren't going to enter into forward contracts unless there's
the oomng threat of high prices, if market conditions
deteriorate, and, as you heard today, suppliers is not going
to build new generation unless they have the ability to do
forward contracts.

I think this concept nakes a | ot of sense when

it's applied on a regional basis where entry is relatively
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easy. Entry does not necessarily have a significant inpact

on market prices. Wiere | think that concept falls down

somewhat is in highly isolated | oad pockets where entry is
extrenmely difficult and where entry, to sone extent, wll

have an inpact on reducing nmarket prices.

It may lead to the type of market failures that
M. Hogan spoke of. Again, the concept of the need for high
prices to attract investnent, it can work on a broad
regi onal basis to address regi onal needs.

W don't think it's particularly applicable in
i sol ated | oad pockets, so if high prices in |oad pockets are
not the answer, what do you do to ensure adequate
infrastructure in lieu of profits? | think the answer to
this really lies in getting straight, who is responsible for
reliably serving | oad?

In California, that obligation lies largely with
the utilities, the major load-serving entities in
California. And when you think of it, local scarcity is a
reliability problem Scarcity and reliability go hand-in-
hand. In fact, as we sit here today at this conference,
sone 3,000 mles fromhere on the Wst Coast, there are a
bunch of people in a PUC hearing room discussing
transm ssion projects for San Franci sco, and the need for
t hose transm ssi on projects.

And in those discussions, they're debating the
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nerits of a newtransmssion line, relative to building new
generation. The inpact, environnmental and social, of
bui | di ng that generation, whether to retire older, |ess
efficient barrier units, whether you can avoid all of that

t hrough energy efficiency prograns, demand response, ny
point is that in |oad pockets, the issue of providing the
infrastructure is a huge public policy issue with |arge
soci al and environnental inplications, and it's a very |ong

and tinely process.
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MR CASEY: So, the main piont being that given
in that context is having high prices and | oad pockets gonna
hel p bring about the needed infrastructure and | woul d argue
that, if today that debate was happening and the prices in
San Franci sco were $1, 000 every hour, those prices would in
fact detract rather than help bring about this needed
infrastructure.

Again, ultimately, with respect to infrastructure
and | oad pockets | believe it is a |local resource adequacy
pr obl em best addressed by | oad-serving entities.

So how do you get, how do you get the
infrastructure in the | oad pockets? The best approach is
t hrough | ong-term pl anni ng, through |ong-term capacity
requirenents.

And the recent order issued by the PUC, while not
all that we would have hoped, at least fromthe SO s
per spective does provide a framework and sonething to start
fromin terns of defining |ocational capacity requirenents
and incorporating those into the utilities procurenent
pl ans.

The key there is to address |ocal market power
probl ens, sinmply shifting an energy market power problemto
a capacity market, noves the market-power problemto the
capacity market.

I think that process needs to be forward-| ooking
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enough several years out so that there are a | ot of options
that the |oad-serving entity could enter into to mtigate
the | ocal market power concern. So | think there's prom se
and potential for |oad-serving entities, through the
procurenent proceedings at the UCto neet local reliability
infrastructure needs. That's the best venue for it.

Again, just to quickly summarize the high LM s
and | oad pockets are not really the solution. W favor very
aggressive mtigation for energy bids in |ocal market power
situations. Scarcity pricing has nmerit, but nore work needs
to be done to define where, how, and when scarcity pricing
t akes pl ace.

Most inportantly, when you have aggressive | ocal
mar ket power mtigation, it's critical that the units in
| oad pockets are able to recover the full fixed cost.
ldeally we think long-termcontracts with the utilities is
the best way to address that.

But ultimately I think RVR contracts do have a
role in the future design as a backstop in the event that
the contracting doesn't occur or certain units are mssed to
make sure that we are able to catch and provi de the revenues
necessary for those units to recover their cost.

My |ast comment: The worst solution fromthe
| ocal market power standpoint is to incorporate fixed cost

recovery through bid adders to the variable costs of units
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as part of mtigation. W think that's a very inprecise

tool that is nost likely going to lead to certain generators
getting way nore revenues than they need to recover their

fixed costs and others not getting enough.

Wth that | conclude and | ook forward to your
guesti ons.

M. COLEMAN: | appreciate your comments, Keith

VW have next a man who has been very busy doi ng
hi s own stakehol der process. He's out in the Mdwest |SO
W have Ron McNanera, Vice President, of Regulatory affiars
and chi ef econom st at the Mdwest |SO

| appreciate your taking the trip here to be with
us today.

MR MCNAMERA:  Thanks again to the Comm ssion for
asking us once again to represent the M SO and our buddi ng
mar ket out there.

| apologize | wasn't here earlier. So maybe |
m ssed sone things and I will be redundant. | didn't have
the benefit as Keith did in terns of -- and I'msure I'm
going to reiterate sone of the points they nade.

I"d like to start by saying I'll take as a given
t hat everybody understands the inportance of getting the
mar ket design correct, that we do -- actually having gone
down many different pathways and many different intellectua

excursions that we do pretty nmuch have a good idea as to
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what wor ks and what doesn't.

And | think that has to forma fundanental basis
for any mtigation plan that we actually have -- a robust
mar ket design that underpins that and | ays the foundation
for that. By that | nean basically centralized, security-
constrai ned econom c dispatch relying upon LM

| think when | hear terns like "in the market" or
"be in the market" or "out of the market,"” that's where
question marks start to conme in the back of ny head. You
can be in the market. You can be out of the market. But
you' re always going to be a dispatch

And there's always going to be an LMP price
produced. And the price is going to bring transparency and
it's going to fundanmentally link the cormodity to the
delivery side of things, which is so vitally inportant to
getting the signals right all the way up and down the chain
fromthe forward markets into the real time when the product
actual |y goes physical.

It would be great if electricity had some kind of
better storage properties so that we could kind of have a
gas nmarket type of thing where we could really separate
delivery fromthe commodity. But we don't.

El ectricity doesn't behave that way. And so
[inking the delivery nmechanismto the commodities is

fundanental to the new mar ket design.
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That being said, | would then |like to diverge a
l[ittle and say fromthe econom st's standpoint when | | ook
at market power, really |I look first to a commerci al
sol ution.

Wiy can't we get a commercial solution in this
situation? Usually what you get back is well, | can get a
commercial solution. | just don't l|ike that commerci al

solution. At |east one party says that.

| think where we then end up is we don't actually
eval uate essentially the econom c properties of that
solution vis-a-vis the alternative properties in terns of --

by goi ng down and recomendi ng i ncreasi ngly onerous

mtigation procedures. Wat are the kind of welfare
properties that result fromthose in terns of a long-term
i nvest ment and consuner behavi or? and so on and so forth.

And | think it will be useful to essentially have
sone sort of test. W've actually |ooked -- we're already
in this world of second best. Wich is the worst of the
two? Which is the best of the two? Really if you ook at
it fromthe standpoint of a commercial solution and you ki nd
of take that |line of thought, then you go down the path of,
well, really market power represents a |oss or manifests
itself as a loss of |everage by one of the parties.

Real | y what's happened is choice is restricted,

the options aren't available. And that really in effect
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reduces | everage that one party has due to negotiation.

Real |y what we shoul d be | ooking at for the |ong-
termsolutions, I'lIl echo the sentinent that John Meyer nade
earlier in terns of short termversus |long term

Is this a tenporary problen? O is this a |ong-
termproblen? | think the greatest welfare gane from
elimnating this over the long termas opposed to the short
term

What |'m addressing nore is, what's the long-term
solution to this? And in effect how do we increase the
| everage that parties have so that it's somewhat symetrica
inthis. And then we have to define that path at the
begi nni ng.

One party has a loss of |everage. Wat's the
part cost of whoever increased their |everage and who pays
to increase their leverage? | think that's where we have to
ask the question of what role does market design play --
i.e., price caps and RWR contracts and so on and so forth.
How does that in the long run actually increase the | everage
the other party has?

| guess what I'"malluding to here is the fact
that market power is in some ways very difficult to define.
| do believe we have markets where there's nonopsonistic
power. We tend to focus overly on the sellers' side as

opposed to the buyers' side. | think that's something that
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needs to be | ooked at.

| also think we have to recogni ze that there is a
fundanental problem It's not a bad problem It's just a
real problem And this is you have assets going in the
ground that are essentially nmaking the | ong-term decision
20, 30, 40 years out. And you have buyers that are buying
short-termevery single day.

You have a problemas there the supplier is
suppl ying long and the buyer is buying short. That's going
to create essentially a disconnect there. And |I'mnot sure
how price caps necessarily resolve that problem

They may resolve it in the very near term But
this gets back to what | would criticize in that there seens
to be an infatuation with the spot market when in fact the
spot market, as alnobst any mature electricity market,
represents a mnority of the sales, not a mgjority of the
sal es.

Wth that 1'mgoing to use ny tine and turn it
over to ny stakehol der.

MR COLEMAN: Thanks, Ron.

Qur | ast speaker on this panel is Steve Beuning
from Xcel Energy. Thanks, Steve.

MR BEUNING Ron, you took that right down to
the | ast second. That was perfect.

I'mw th Xcel Energy, one of our operating
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conpanies. Northern States Power is |located in the M dwest

| SO footprint, so it's ny pleasure to work with Ron. It's

also ny pleasure to be here with a chance to talk to you

all.

W have a generating station in northern
Wsconsin on the south shore of Lake Superior that's
necessary to be on line and in peak periods to prevent a
bl ackout fromloss of a transm ssion el enent.

That area reliability that it supplies has to be
t here about half the hours of the year. So this grid
operating guide conpel us to put this unit into the dispatch
m x out of nerit order.

Does that generator have market power? 1'd say |
haven't given you enough information yet to concl ude that
because you don't know if I'mputting the costs for that
generation onto sone other party in an inappropriate way.

As long as it's all nmy own load in there and it's
all nmy own generation in there, in that | oad pocket one
could argue that that's not a situation that woul d even be
applicable for a market power cal cul ation.

| wanted to just get right to the summary of ny
points. Then I'Il digress back into sone of the detail
given the | ate hour here.

But | guess in the long run the devel opnent of

transmssion facilities that are economcally efficient and



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263 247
DAV/ | 0]
environnental |y acceptable would increase reliability.

If you had a | oad pocket, it would expand the
pool of available resources to supply that load. It would
i ncrease market access for generators who reach those | oads.

But until you' ve solved that problemin that way
-- and by the way, if you did solve the problemin that way,
you' d be allocating the costs to people through transm ssion
rates.

Until you've solved the problemthat way, you've
got a situation where generators that are critical to | ong-
termgood reliability should be getting conpensation that
nmeets some principles.

The conpensation should be no | ess than sonething
i ke the greater of the regional nmarket clearing price or
their own long-run costs. Plus there should be a
consideration for the value of the transm ssion deferra
that that generation operation has nmade possi bl e.

In the | oad pocket we've got infrastructure
| acking by definition. 1It's just unreasonable that the
financial support to the generation in that | oad pocket
shoul d be commensurate with the infrastructure requirenents
to serve those | oads.

And we shoul dn't be scaring investors and
operators away fromthat |oad pocket with the threat of

price mtigation. That valuation of the transm ssion
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deferral could be perfornmed by the RTO as part of a regiona

pl anni ng process.

The addi tional consideration provided to the
generating units perhaps could be based on that. W' ve got
cost allocation in this part of the discussion and maybe
we'll want to talk about it alittle bit nore.

Now, maybe we're tal ki ng about sonething that's
not getting cross-allocated as part of transm ssion rates.
But if we're given the fact that this unit is necessary for
reliability and that that's going to be increased costs over
t he basic market-clearing price, how do we spread or
all ocate those costs?

If I start with a | oad pocket definition Iike
this, it's an area of the grid where a binding transm ssion
constraint requires generation in the local area in order to
mai ntai n post-contingency delivery to | oads.

And then | just wanted to add a distinction. |
think a | oad pocket is not the sane as a generation pocket,
which | don't hope we address today because a generation
pocket presumably woul d be sonet hing sol ved t hrough order
2003 inplenmentation in the future.

I want to talk for a second about how we did it
in the old days. W used to adm nister our network tariff
at Northern States Power that was pre-RTO In that

situation we took the costs of redispatch and all ocated them
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to the parties to the network tariff.

W had sonething like a local uplift phenonenon.
But I would submt to you that in the case of a large
regional network tariff that would not be an equitable
situation for the following reasons. The uplift costs could
be incurred in the area of the grid where the party paying
the costs has no voice in the planning, construction, or
operation of the grid el enents.

The parties being uplift can't rationalize those
costs as a trade-off against their own costs of transm ssion
construction.

And there's too nuch | ag between the point in
time that you identify the problemand the transm ssion
construction sol ution.

So if we're going to allocate the cost under the
RTO s network tariff, what are sone of the things we m ght
want to think about?

W mght want to have identification of |oad
pockets bubble up through -- lie along between the
reliability authority, the grid operator, and the regional
pl anni ng process.

W mght want to stipulate operating response for
a generation in the | oad pocket in public docunents as
parties' operating procedures that recogni ze that plant

output is variable and the plant availability is not to the
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sane degree as transmssion facilities' availability. W
try and identify and devel op those costs on a narket basis
to the extent possible.

| do think that for long-terml oad pocket
problens we could be fairly precise in the identification of
t hose areas as part of the regional planning process.

Let nme skip around because |I'mout of tine.
guess if we get the planning right, | think we'll be able to
follow the cost allocation properly in the |ong run.

And | just wanted to reiterate that | think --
Vi rtune recogni zed that supporting costs for a generation in
| oad pockets is a nore valuable service than just the
generation cost because they've got that avoi ded
transm ssion investnment and increased reliability in the
area that's nmaking it possible.

"1l cut it off at that. Thanks.

MR COLEMAN. Thanks, Steve.

| have a question for Keith. |If I heard
correctly, you were saying that the market design and the
spot prices that this Comm ssion is responsi ble for you
think should not really reflect scarcity and sone of the
hi gh priced aspects that we heard about this norning in the
Cal i fornia market design, but rather await the state
resour ce adequacy approach and allow that to take care of

the problemwhile we sort of mtigate the price signals that
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woul d ot herwi se be com ng out of those areas if we followed
the principles being discussed this norning. |[Is that
correct?

MR CASEY: Wth respect to whether you' d all ow
any scarcity pricing in a | oad pocket, our MDO-2 - for those
of you not famliar with our vernacular, our new mnarket
design for California, our LMP market design -- does
propose that if there is truly a physical shortage, that
there's insufficient supply to serve |load, that prices would
be allowed to rise to the price cap. |In that context the
design does allow for scarcity pricing.

What we' ve not contenpl ated under the design is
what Dr. Patton tal ked about -- scarcity pricing. |If
operating reserves in the | oad pocket drop below a certain
level -- again, that's a relatively new concept that | think
needs to be flushed out of it nore to understand how you can
inmplement it in the context of the design and how frequently
it would be hit.

The big concern we have is because of the
extensive tinme it takes to develop infrastructure in highly
concentrated | oad pockets, whatever scarcity pricing
nmechani smwe have, if it's being applied every hour for
several years, the dollars are going to start adding up

I think you have to be cognizant of the fact that

there is a much | onger planning horizon for neeting | ocal

251



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263
DAV/ | 0]

infrastructure needs than woul d be the case on a nore

regi onal basi s.

MR PERLMAN. |'mreally asking a different
guestion, sort of a macro policy question. | read your MDO
2 filings. I'mfamliar with them

| got the sense you were saying that a lot of RWR
contracts -- we have the CDWR contracts. W have ot her
things that take these power plants effectively out of the
spot market. And you used the three percent transacted
t hrough the spot market in your filing.

Wiat | got fromthat was, don't worry about
getting the market right because it's really not that
inmportant if we're going to allow the other aspects of the
market to work. So let's just keep the prices lowin the
spot market and let's address the spot market as sort of a
bal anci ng mar ket .

Is that a mscharacterization of what you' ve
filed?

MR CASEY: | think it's an incorrect
interpretation of the argunents we nmade in that filing.

W' re arguing that mtigating unconstrained areas to unit's
margi nal cost is getting the prices right. Because in our
view allowing prices to go above those |evels, absent
physical scarcity, | don't understand the econom c rationale

for that.
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MR ONEILL: 1In order to qualify that, you said
physical scarcity. Does that include operating reserves?

In other words, if there's physical scarcity of energy plus
operating reserves, would you consider that a physical
scarcity?

MR CASEY: That's an issue we would have to take
a look at. As | have said, with respect to if there's truly
insufficient supply to neet |oad, you're having to curtail
| oad.

MR O NEILL: | would think that NERC woul d
consi der that a physical deficiency.

MR CASEY: W would agree. Wen you tal k about
operating reserves dropping below a certain level, that gets
into a grey area in ny mnd that we would have to take a
closer ook at to see if that's a viable approach.

MR ONEILL: It's not so grey for reliability.

MR CASEY: That's true, but reliability isn't
bl ack and white. There are variations of reliability risk
and whether that's truly physical scarcity.

MR SINGH Stage 1, 2, and 3 -- all of themare
not on the table for scarcity pricing | guess.

MR CASEY: As it's proposed in our design,
that's correct. 1'mnot ruling out the concept of applying
scarcity pricing if reserves drop below a certain level in

| oad pockets. It's just sinply one has to | ook at how you
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woul d i npl enent that approach and what are the potenti al
inmpacts of it in ternms of how frequently do you bind in.

MR O NEILL: Isn't that a good signal for |oad,
when you're in one of these reliability stages that sees the
price go up?

MR CASEY: | think the nost inportant signal for
load is that you have a regulatory obligation to keep the
lights on to serve | oad.

MR O NEILL: W would love to see that happen,
but we're not sure it wll.

MR BANDERA: Keith, just to maybe junp in, would
you say that you m ght agree that an operating reserve
shortage is a physical shortage, but in terns of scarcity
pricing as you junp right into MDO 2, you m ght be nore
concerned that the cost shifts that occurred before any
needed i nvestnent could cone in could be overwhel m ng and
you woul d prefer a type of nmechani smthat woul d be phased in
over tinme? O do you think that it would never be

appropriate?

MR CASEY: | would say -- and again, in terns of
representing the 1SOs views, | can only speak to what we
filed in our design. That said, |'"'moffering this on this

i ssue.
I would certainly be open to evaluating a

scarcity pricing under an operating reserve threshold. But
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there's a lot of information we would have to devel op on how
that would work and the sensitivity to the fact that you'd
have to recogni ze that neeting infrastructure needs in
densely popul ated areas is a very slow litigious process.
And you have to design your policy.

MR BANDERA: One last thing. Before your
openi ng remarks you nade a comment stating that sort of
reliability was the state and the local utility's
responsi bility, not necessarily the SO s responsibility.

Earlier today we heard comments about whol esal e
mar ket design rules. Should we stand alone in a sense and
not be held captive to sort of retail structures that are in
pl ace on a state-by-state basis?

Do you think that there should be a sort of a
case-by-case basis on the retail structure and how t he
reliability of each is responsible for the terns of
desi gni ng those whol esal e market rules? O do you think
they need to do it independently?

MR CASEY: | think there has to be sone
flexibility and deference to, you know, regional w shes in
terns of the scope and scale of the RTO s functions,
particularly in the area of resource adequacy.

You' ve heard Mary Strongly from California that
t hey view resource adequacy as a state issue. | don't know

if that answers your question.
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MR TIGER 1'd like to ask a question of M.
Meyer with regard to maybe a little bit of a clarification
as to the exit strategy option -- whether you could expand a
l[ittle bit on that.

MR MEYER Ckay. The exit strategy we had in
mnd -- when we're tal king about exit strategy, the exit
strategy option differs a bit fromthe PIJM proposal s they
descri bed earlier this norning.

Their decision is nore what | call |ooking ahead
or a transmssion planning. O a network design type
function is you | ook ahead and there's i nadequate capacity
to serve the area reliably. You either bill transm ssion or
Create an auction to entice new generation if you' re not
sendi ng proper price signals. Wat | was tal king about is,
for instance, as Keith just nmentioned, his viewis that you
only pay margi nal costs to generators in a | oad pocket for
providing a service. | stated you should pay well| above
mar gi nal cost -- just nmake sure that you have enough noney
to stay there.

But if you pay marginal costs, it's a politica
or policy decision, but you ve got a lot of -- but you can't
say |'monly going to pay your costs. You may not recover
your needed revenues. But you're going to stay here anyway
because basically you' re creating an obligation to serve.

What the auction tries to do is two things.
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Wiile you're leaving for reliability, it tries to
imediately find the outcone that's nost efficient --
nunber 1 -- which could be transm ssion generation or | oad.

Nunber 2, it tries to value what that's worth.
As soneone suggested, you should pay part of that because
that's really part of the rent, that extra value that unit
may provide to that area.

V¢ believe that auction does those two things.

It values the avoided costs for what service costs you're
providing, nunber 1. And it finds the nost efficient
solutions. So that differs where I'mreliability short and
| nmust do somet hing such as build transm ssion

MR TIGER You're basically finding out the
val ue of the opportunity cost or the fixed cost essentially
t hr ough some process and that's adm ni stered presumably by
an i ndependent party.

MR MEYER 1'd say an independent party. To me
it should be probably the RTOor I1SO But we want to nake
sure he has an independent view of that. It shouldn't be
bi ased in any way.

MR COLEMAN. John, does that give you the
opportunity to go into those markets where you say | want an
exit strategy?

If we were willing to pay you your |ong-run

mar gi nal cost, you may say, well, we'd |like to have soneone
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eval uate what, | guess, the replacenent infrastructure would

be to you. And if that's higher, aren't you hol ding us

hostage in terns of saying, well, 1'd like to get that high

a price even though --

MR MEYER If you're paying nme ny |ong-run
margi nal cost, |I'mnot sure why | woul d suggest 1'1|
retire.

MR CASEY: If | could just add to that. John
pi cked up on the first point of ny statenent, which is we
bel i eve the short-run marginal cost is the right price
signal absent physical scarcity.

But the second point was that absolutely units
that are critical to providing local reliability services
need to have their going forward fixed costs covered. And
t he best nechanismfor doing that is a |ong-terml ocati onal
capacity obligation

VW weren't suggesting to strand units wthout
adequat e conpensati on.

MR PERLMAN. | have a question on that
retirement option. |If you're going to retire the unit -- |
guess, if you're going to exit the market, sonmeone is going
to cone in and take your place if there's reliability
concerns. And there will be a transition period | assune.

MR MEYER  They might.

MR PERLMAN. As soon as you're free to exit the
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mar ket, you don't want your asset anynore. Wuld part of
that offer of exit be that you woul d nmake your existing
asset available, let's say, at book value for others to take
over if they were to cone in and replace you and do sone
sort of reliability project? So therefore you wouldn't have
a leg up. Everybody's conpeting on the same pl ace.

MR MEYER | think you' ve asked nme this before
in other fornms.

(Laughter.)

MR PERLMAN. But not in a public one.

(Laughter.)

MR MEYER W have cases -- | believe a plant in
California -- where the nmarket value of the |[|and exceeds
t he book val ue probably by 10 tines.

MR PERLMAN:. Let's say a higher book or market
val ue.

MR MEYER | think they woul d probably sel
that. | don't know why anybody woul d just wal k away fromit

and nmake a rational business decision. But they will exit

the market if they can't sell it.
If you can't earn the noney, |I'mnot sure how
anyone el se can earn the noney. But yeah, | would sell it

for an adequate value. No reason not to.
MR TIGER Wuld Dr. Newran care to buy it? |

guess maybe you could talk a little bit to the degree of
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whi ch now you' ve had the benefit of sone of the conversation
about what the necessary conditions would be for you to

invest in generation.

MR NEWWAN | have two m nutes saved up, right?

(Laughter.)

MR NEWWAN Sure. | listened to this
conversation about mtigation and in part it nmakes ny bl ood
run a little bit cold. | would refer to that as the "theory
of the second yes" rather than the "theory of the theory
best . "

You' re aski ng sonmebody who cones in here to put
his capital at risk whenever markets tighten up, which wll
take away the opportunity to earn a return on that. | think
that's difficult.

So the short answer to your questionis, if
you' re asking nme to rely on volatility to get paid a return
on capital, I find that a very unconfortable situation. And
| listen to this conversation and it's all focused in terns
of well, when prices exceed your nmargi nal cost, that's a bad
t hi ng.

And | keep asking nyself, isn't capital a
mar gi nal cost somewhere in here. Wiy do | get ny recovery
of ny capital? |'minvesting on behalf of pension funds.
They' re expecting nme to produce a return for them

If the only thing | want to get back is ny
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mar gi nal costs at sone point, |I'mgoing to be |ooking for
sonething else to do. And | find that a pretty

unconfortabl e position for us to be.

So | think a focus on volatility is an
unconfortable place for us to be. It nmakes ne nuch nore
confortable, so | would buy John's plants, but | need sone
sort of contractual protection there for the capital.

My reaction is if you | ook at contractua
capital, you can get long-termcapital and |ong-term capital
tends to be nmuch cheaper than short-term capital because you
can recover it over a nmuch |onger period of tine.

In fact, 1've always found it interesting -- this
focus on relying on volatility to recover capital costs --
because it forces you to attract capital who is confortable
getting that kind of return, which tends to be very short-
term high return capital, the stuff that tradi ng desks do,
not the stuff that institutional investors do.

The short answer to your question is: | don't
like relying on volatility to buy M. Myer's plant. And if
you were to offer it to nme in a world where | was constantly
being mtigated and reduced to perhaps ny energy margin,
there's a price | would buy it, but it is unlikely to
recover his market or capital costs.

MR BANDERA: It sounds |like both the sellers of

energy don't want to see volatility. They would like to see
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sone nore certainty. And the buyers would |like to see nore
certainty. And that when you have this spot market regine

with the volatility, it seens to give both of those people

the incentive to work together to elimnate that volatility.

MR NEWAN M/ understanding -- there are sone
regul atory and other issues with that in sonme circunstances
if the buyer is contracting long termand they guess w ong,
they are penalized for it.

There has to be sonme recognition of the insurance
and ot her aspects, whereas you' ve tal ked here that you view
reliability as a product. It ought to be priced as a
product in that regard.

I think the economsts like volatility, but the
mar ket pl ayers don't.

MR CASEY: One point of clarification. | wasn't
suggesting in ny coments that prices during nonscarcity
peri ods shoul d never exceed the margi nal cost of units. M
poi nt was that price should reflect the margi nal cost of the
hi ghest cost unit needed to serve load in that.

It would certainly be the case if we had a brand
new highly efficient conbined cycle, that the prices being
set by a 40-year-old coal unit -- there are sone infra-
margi nal rents that your efficient unit would be able earn.

MR NEWWAN.  Wiet her those are sufficient or not?

MR. CASEY: Wether those are sufficient to cover
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your fixed costs is a valid point and that's why in ny view

you have to supplenent that type of mtigation with an
opportunity through a capacity market to acquire additional
revenues.

MR ONEILL: If we don't let the spot market
cl ear properly, how can we eval uate whether or not the
resource adequacy, which is a CPUC decision, adequately
conpensat es the generators?

MR CASEY: In the case of California, we're not
proposing a formal long-termcapacity market. What we're
proposing is that the requirenents be established by the
Public Uilities Comm ssion working with the utilities.

Then they would contract bilaterally to neet those needs.

In that case each party would bring to the table
their respective positions. |If they strike a deal, then the
generator entering into that agreenent voluntarily -- you'd
have to argue | believe they can recover their fixed costs
with that capacity paynent.

MR O NEILL: But how do we know that? Are we
going to ask you to file all those contracts so we can read
t hen?

Shouldn't it be better just to nmake the spot
mar ket clear properly and the people who are I ong and have
contracted long benefit fromthe spot market prices if they

are high? And if the people who are short and told us that



© o0 N o o -~ wWw N P

N N N N N N RBP B R R R R R R R
ag A W N P O O 00 N oo 0o p»dM W N -~ O

15263 264
DAV/ | 0]

they are really long see high prices, then it's because they

t hought they were I ong and they weren't.

MR CASEY: | guess the question is, should we
| et the spot market clear properly? |If that nmeans don't
apply local nmarket power mtigation, let the prices be what
they will. | don't see how that --

MR ONEILL: It's local market power mtigation
with appropriate scarcity prices.

MR GRAMLICH In terns of what an appropriate
price is, Danielle nentioned an interesting case in ERCOT
where additional supply cane on and the price went up. |Is
that what you' d see in a conpetitive nmarket? You woul dn't
see that if you had scarcity pricing.

MR CASEY: | don't see howin a | oad pocket you
have additional supply commtted to that market.

M5. JAUSSAUD: This is a generation pocket.
That's why the price went up.

MR GRAMLICH In PJMI was -- maybe ERCOT is
designed just fine. | was going to say this happens not
just in ERCOI, but it does happen in PJM and el sewhere. |If
the price-clearing nechanismis the generator's supply bid
at all tinmes, then you can have a situation where increased
supply raises the price, which is not what is supposed to
happen.

MR CASEY: | don't see how that woul d happen
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unl ess you had sone other |ower cost units that becane
unavai | abl e.

MR BANDERA: | could cone up with an exanple for
you. | start a little wood-burning stove plant in San
Franci sco. Then when you're in an operating reserve
shortage out there, | put in a bid for $2,000.

Let's just say |'ve got a negawatt here that |
can put out for you and then secure an operating reserve
shortage situation. You need to take ny energy so that you
can keep as nuch reserves as possible.

So before they may be in a | oad pocket, their
margi nal cost was only $250. |[|'ve got ny unit in there that
has a margi nal cost of $2,000. M entry of just one extra
wegawatt at $2, 000 has increased the price fromthe
mtigated price level at $250 to $2,000 by addi ng extra
supply, because before we were mtigating to the nmargi na
costs of the unit even though we were short operating
reserves.

MR CASEY: W'Ill have to follow up on your
exanpl e.

MR PERLMAN. Can | ask M. MNanera a question?

| heard M. Beuning say earlier that in his
conpany and in M SO to sone degree you' re going to have
situations where you have a vertically integrated utility

that hasn't disaggregated that's part of the M SO that have
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| oad pockets within its service territory, where it has
generation | oad -- both.

Is it your viewthat if it's a vertically
integrated utility with retail rates, that it's part of the
M SO mar ket that the Conm ssion and the M SO should stil
undertake with you of that | oad pocket and do mitigation
with respect to the units in that area? M. Beuning
indicated in his view that that was questionabl e.

MR MCNAMVERA: | think you have to look at it,
because there are going to be off systens sales. There's
going to be all sorts of things that are going to happen. |
t hink you have to take into considerati on who they are
selling to and so on.

But | do think it has to be part of sonething.

MR BEUNING If you define that |oad pocket as
that area that's got the binding constraint and needs the
generation inside, if there's exports happening out of that
| oad pocket, then the generation in that |oad pocket nust be
a marginal unit.

So in that sense | don't know that you coul d
assert that they had market power.

MR CASEY: | guess | would add if they are
exporting, then you don't have a |ocal market power problem

MR MCNAMERA:  The question is interesting to

ook at. Yes, it's got to go through. You don't just
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ignore it.
MR PERLMAN: | guess there's a different
guestion of whether you ignore it or not. [It's a question

of is there sonething different about the M SO structure
because of the existence of vertical integration.

That's different than other markets we're tal king
about -- that calls us to consider it differently or should
be considered in the same manner and to just go forward with
a structure that |ooks simlar, say, to New Engl and.

MR MCNAMERA:  So the |lack of retail choice in
the M SO states necessitates.

MR PERLMAN. Not retail choice, but an exanple
we tal ked about. You have | oad and generation owned by the
sane entity that's serving in effect retail at the end
subject to state regulation, so you don't end up wi th nuch
that's transacted through the whol esal e market.

But you coul d have sone price signals you want to
send or sonething like that that may cause you to recognize
it as a whol esal e nmarket issue.

In the exanple we tal ked about the power isn't
bei ng exported. |It's being run by a | ocal generator to
serve local load and is basically subject to the loca
comm ssi on.

MR MCNAMERA: It has to be contingent on the

fact that basically the buyer and seller are the sane
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conpany. So it's one conpany.

MR PERLMAN.  Wiich | think is not unusual.

MR MCNAMERA:  That may not be unusual. Let's
wait and see what the flow patterns are after we start with
LMP. | know that those are the flow patterns that may exi st
t oday, but | think when you get transparent price signals,
there's not a market that's gone to LMP that the flows
haven't changed dramatically.

MR HELMAN.  Ron, let me ask you ask anot her
guestion about MSO Since MSOis going to start as an
energy only market, you all have the chance to apply
| ocational reserves or a locational capacity at |east
initially.

Have you | ooked at whether the New Engl and
experience with | oosening mtigation at the | oad pockets --
that didn't work at least initially in that sunmer and may
not have worked under many circunstances. Have you | ooked
at how that mght affect the particular |oad pockets that
you have -- i.e., whether they are |ikely?

VW heard that there wasn't sufficient nmarket
power in the | oad pocket in New England to get the prices up
to where they are needed to be. You're going to be working
only with the energy prices. Have you | ooked at those sorts
of effects in the other |oad pockets?

MR MCNAMERA: It's hard to look at it before you
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get to LMP -- | would say nunber 1. But |I do think we're in

a different situation. W do have areas where we have

severe constraints. And it is likely that we are going to

run into -- that the prices will rise considerably if left
unfettered.

LSE has been one of the stakeholders involved in
this. W do include the effects of reserves on dispatch.
And while there is a reserve nmarket, certainly reserves wll
essentially be explicitly incorporated into the dispatch and
w |l be for added effect.

MR HELMAN. But you won't be able to get a
| ocational reserve price or have a reserve price transferred
to the energy market.

MR BEUNNNG Can | try and answer this one
qui ckly? Wile the operating reserves taskforce of
st akehol ders was neeting at the Mdwest ISOto try to
establ i sh how things would be handled in the transition into
the full blown market design, we did recognize that there's
currently self-provision of the requirenent from road-
serving entities.

Through the participation of those LSE's in their
regi onal reserve-sharing agreenent, the sharing agreenent
sets aside the transm ssion reserve margin, TRM and al so
establ i shes the requirenents for how nmuch reserve each party

is obliged to carry.
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So at this stage even if initially the M dwest
| SO s market were to start on the first day of day 2 with a
contingency reserve market, absent sonme decision by the
mar ket participants who are currently self-providing through
t hi s grandfathered regi onal agreenent, there would be no
clearing in that nmarket because they are already neeting
t hat obligation

| don't know if that addresses the issue of how
you identify scarcity of |ocational reserves. But |I'm not
aware of a mechani smtoday whereby there's an explicit
process for establishing a requirenent for |ocational
reserves in the M SO footprint.

MR HELMAN.  That was ny point. | guess sone of
the things we heard earlier were that New Engl and, the
failure of the push nechanism which was an attenpt to
| oosen the mtigation, the next steps in that would be to
have a | ocational capacity requirenent or a |ocationa
reserve requirenent.

That was the direction the market design solution
is going on the East coast. That's not available in M SO
So you're basically in a push-like situation.

MR MCNAMERA: | think there is genera
acceptance to a greater or |esser extent across stakehol ders
-- certainly the MSO -- that we will nove in that

direction. W don't think we need that in order to arrive
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on Decenber 1st.

MR SINGH You briefly nentioned that you were
going to rely on LSE contracts. The conventional w sdomis
that the prices in these contracts are a function of the
spot markets. Wth the mtigation there they are going to
have an inpact on the conpensating ability of any of these
contracts.

But | would think then that maybe that changes if
you nmandate long-termcontracts. | don't know if you think
that's inportant. Does it introduce a di sconnect between
the spot market and spot markets and market power and sone
of the long-termcontracting?

MR CASEY: |I'mnot entirely sure | understand
your question. You're saying if you mandate |ong-term
contracts for |oad-serving entities, would that create a
di sconnect? And what those contracts woul d be val ued at
relative to the spot market if you didn't mandate it?

MR SINGH Yes, because if I'"'man LSE and | can
go between spot or forward, then, you know, if one is
mtigated, then | would go there -- if the center is
exercising market power in the long-termcontract. But if
you as a regulator cone to ne and say you have to buy all of
your energy, 95 percent or sone reserve nmargin long term
then it's alnost |ike it's a regulatory requirenent. So

then you coul d have sellers charge prices that are not
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necessarily a function of the mtigation of the spot market.
| was just wondering if that's correct.

MR CASEY: | think it's inportant to keep in
m nd that the contracting requirenent doesn't necessarily
have to be for energy. It could be. Ildeally you d want the
flexibility to provide a m x of capacity contracts and | ong-
termenergy contracts so you could nake that trade-off.

I want to make sure | have sufficient capacity to
neet |oad three years fromnow, but it doesn't nake sense
for me to buy 100 percent of ny |load requirenment at that
point. So you could defer sonme of your price risk to the
spot market, but you' d have to procure all of your capacity
requirenent.

If, by forcing a requirenment on | oad-serving
entities, are you creating a market power problen? The
comments we offered -- because this issue did come up in the
PUC proceeding -- is that as long as you're | ooking out |ong
enough, several years or nore, the |oad-serving entity has a
| ot of options, because you're | ooking at building new
generation transm ssion so the market power issue then
beconmes nmuch | ess of an issue.

MR BANDERA: Keith, can you expl ai n what
capacity neans in the context you just nentioned? You can
have a contract with capacity. | understand in the

Northeast 1SO s, there's capacity that's subject to
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mtigation and all that.

In the context that you're tal king about with
these bilateral contracts between parties what does it nean
to procure capacity?

MR CASEY: | think it would have the sane
inplications. |If the load-serving entity had a capacity
contract with a supplier, the supplier would have to offer
that capacity into the day-ahead energy nmarket and there was
arequirenent that it be offered at a fixed price or perhaps
the contract said I|'mnot going to require a fixed price.
You are free to offer it at any price. | just want that
capacity to be there and bid into the market.

So | think it could work the same as it does in
the Eastern 1SOs. It's just through a bilateral mechani sm

MR BANDERA: It's not a bilateral mechani smjust
where they're providing capacity to one LSE solely. So it
woul dn't be the generator is obligated to provide capacity
to the LSE and not to the market as a whole. [Is there any
di stinction?

MR CASEY: That's certainly the way the | SO
views the capacity obligation should work. It should be
made available to the spot market because ultimtely you
want to optimally dispatch that capacity.

I know in the context of the PCU proceeding that

was an issue of concern by a nunber of parties. |If |
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procure this capacity, | don't want it serving sonebody

el se' s | oad.

So | think that's an issue that we'll have to
wor k through in sonme of the workshops that the PUC is
pl anning to hold on how you count capacity goi ng forward.

MR O NEILL: 1Is the reason why they don't want
that capacity serving soneone else's |load is because the
spot market price is potentially too | ow?

MR CASEY: |'mnot prepared to speculate on the
rationale for that particular position.

M5. SHHPLEY: Can | just ask -- we heard earlier
froma | oad-serving representati ve from New York, who was
saying that New York Cty is a | oad pocket and they have
high prices. And that seened appropriate to him

MR CASEY: | guess it again cones down to the
i ssue of what do you believe during down scarcity conditions
a conpetitive outcone woul d be.

I think the argunent is the reason you're
mtigating in the first place is because you believe there's
a market power problem So the way we approach it is, then
what should you try to acconplish by intervening in the
market mtigation?

Qur viewis totry to sinmulate as best you can,
al beit inperfectly, what a conpetitive outcome woul d vyi el d.

And in our viewthat's the margi nal cost of the highest cost
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unit.

Now, the New York I SO has contract and i npact
thresholds that essentially allow an acceptable |evel of bid
markup. But with all due respect, that's an acceptable
| evel of market power.

An argunent is, well, those excesses can go to
fixed cost recovery and that's certainly true. But is that
a perfect instrunment for providing fixed cost recovery?

And our argunent is it's very inperfect. Wth
that type of nechanismthere are going to be sone resources
that are able to over-collect in terns recovering their
fixed costs. And there will be other resources where the
threshold is not high enough.

MR O NEILL: There's nore than one explanation
for the flexibility that AMP allows. And one of themis
your inability to get margi nal cost right exactly.

And | think, as Bob Ethier pointed out, in New
Engl and the | ast couple of weeks, trying to get the spot
market price correct to put into your marginal price
cal cul ati on, you could have been off by a factor of two
wi t hout even wor ki ng hard.

MR CASEY: | certainly agree that trying to
estimate the marginal cost of unit is an inprecise science.
There's no question about that.

The reason we proposed the 10 percent bid adder
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simlar to PIMwas to try to capture sonme of that. And I'm

sure sone woul d argue that's not enough

MR BANDERA: Wbul d mar ket design rul es be
different for generators that aren't in any long-term
bilateral contracts where the mtigation rules?

MR CASEY: W're not proposing different rules
dependi ng on supplier's contract positions.

MR SINGH | just want to ask one | ast question
on sonething Judi said. You said RVR contracts are causing
prices to be higher. |Is that nore a consequence of how they
are being used? Because if they were actually being used, |
woul d think the prices would be | ower because of all of the
energy that would be in the nmarket.

M5. MOSLEY: | think that's right. M coments
were directed primarily to the condition 2 contracts. Al so
the fact that RVRis used nore in northern California than
it isin southern California. |In southern California they
found other tools to rely upon in order to mtigate,

i ncluding the nust-offer requirenent.

So ny comments -- |I'mnot suggesting that RWR
contracts generally have no place at all. | think they are
still necessary, particularly for older, less efficient

units that would not be operating in the absence of a
contract. W'd have serious concerns with the condition 2

arrangenents.
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MR O NEILL: As | understand, the way you
descri be the process, the RVR costs get assigned directly
to P&&E. And the transm ssion upgrades get assigned to the
canp and the whole California foot-print. Wy aren't you
bui I di ng nore transm ssi on?

M5. MOSLEY: W' re doing that too.

MR MEYER Could | just add a clarification? |
keep hearing or heard that RWR or fixed costs should not go
at all into the LLP. I'mnot sure | really understand. It
seens to ne |ike the best way to get the proper price
signals is to include sone of the fixed costs in these areas
and to the LMP as opposed to giving RVR contracts.

I nmean, we've already gone down the road,
particularly like in PIM of the co-cost approach. Even
that oftentinmes you could | ook at different units -- and
particularly the ones I'mworried about are the ones that
are small GI's, small | oad pockets.

| don't think capacity markets work with a | oad
pocket of one or 2 units. And if you locally run 2 or 3
percent of the tinme 200 hours a year, if you look at their
&M cost, it's going to fall in a range between $10 a kWto
$20. That's going to work out from $50 to $100 a negawat t
hour spread out.

They are never in the market. You need it. How

in the world do you expect for themto recover any noney and
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stay there if you don't know why they put that fixed cost in

t he LMP?

MR O NEILL: As Mke Schnitzer testified, there
are four or five cases where you do different things because
of the situation

My own personal feeling is that as soon as we
start getting involved in nmaking fixed cost cal cul ati ons,
sunk cost calculations -- and | realize that your O&Mis
really a variable cost going forward, so that's a different
story.

But as we start getting into fixed cost
cal culations, we're on that slippery slope that people
tal ked about this norning. The cost of service regul ation
is the whole issue -- that we let you recover your fixed
cost in the market and not here at FERC

MR MEYER That's why we proposed other ways to
do it. The point is you have to all ow enough offer cap. |If
you're going to mtigate in a | oad pocket, you have to all ow
enough offer cap for nost units in there or all units to
recover their basic fixed costs. |If you don't, they'l|
retire.

MR O NEILL: W're not going to let you retire.
W need the mninumto | et you recover your going forward
costs.

MR GRAMLICH  You' ve given a good adverti senent
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for tonorrow s conference, |ooking down David Patton's |i st
of priorities. But an alternative source of economc
signals. He said the location specific operating markets
woul d work in that case. Locational capacity markets

woul dn't work in that case.

It sounds |ike you woul d put nunber four ahead of
nunber three. Your design next best option would be a
relatively | oose market power mtigation neasure.

MR MEYER  Determ ne when you need it. For
i nstance, we nove from 10 percent on a |ot of those units to
a to-go cost -- | think of $40. Ten percent was probably $8
or $9 or $10 versus $40.

The use of those units went down appreciably,
which to nme indicated the LMP selection, that they really
didn't have |ocal market power all the tine anyway. So we
were mtigating tinme |ines.

And | don't know how to make that clear
distinction. | laid out sonme principles. | don't have
perfect solutions to it. But sonehow we got to nake those
wor K.

MR GRAMLICH The other option on here is an RTO
option. That's the proposal on the table for tonorrow

CHAl RVAN WOOD: Let ne ask you a question
Daniell e and John. You ran out of tine to say what the

solutionis. | was involved in setting up the old solution,
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so I"'mkind of hanging with dated breath to know what the
new sol ution is.

M5. JAUSSAUD. The new sol uti on now under
consideration -- it hasn't been adopted that this is what we
have on the table in terns of conpensation for delivery out
of nerit when there's not a market solution

The mar ket participants have di scussed
conpensating at generic costs. But there are various
different kinds of generic costs. One proposal was to
conpensate. And that goes back to what Keith was saying --
conpensate all generators, regardl ess of their resource, at
the level of the nost inefficient unit in the |ocal market.

W have set approximately a heat rate of 18, 000
Btu's. Mst of these are gas units. So this would have
conpensated a new, efficient unit a lot nore than an ol d,
inefficient unit. And the idea was that this would attract
i nvestnments of new, efficient plants.

But this proposal was rejected by the
st akehol ders because -- nunber 6 on ny list of issues
was the price inpact was going to be too high for those
st akehol ders, who were participating in the discussion.

Those who were in favor of that solution were the
new entrants through the conbi ned cycles and the RPPS. **

The market participants were |ooking for a

solution that was simlar to that but not quite as expensive
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to the market. And again it comes back to the idea of not
conpensating the inefficient unit nore than the efficient.

They brought a lead to the generic costs of this
category, a percentage. One of the ideas was to have a
di fferent percentage, a higher percentage, for the
inefficient unit and a | ower percentage -- I'msorry, the
opposite -- a higher percentage for the efficient unit, a
| ower percentage for the inefficient unit.

This way the net revenue, which is the total
revenue line -- net revenue woul d be equalized across the
board. That was also rejected. | think it was because the
formula used was a little too conplicated. Wat is being
envisioned now is to have a heat rate adder. |If the heat
rate is seven, for exanple, then your conpensation wll --
your generic costs will be calculated on the basis of a heat
rate of eight, let's say.

And that also is considered a formula that woul d
all ow an equal i zation of the conpensati on and woul d not
favor the deploynent of inefficient units.

CHAl RVAN WOOD:  How nmuch of the market does this
get triggered by? How nmuch of the tinme does this get
triggered in the market? 1Is it localized to the DFWregi on
or what ?

M5. JAUSSAUD: A lot of it is in the DFWregion

This is where the nost inportant | oad pocket in ERCOT is.
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The generation that is all around the DFWarea is trying to
export into the DFWarea but can't because of the

transm ssion constraints.

In the exanple that | cited the new generator was
built once again outside of the DFWarea in an area where
there is generation that would be needed in the DFWarea but
just can't flow through. That is the problemthat's being
addr essed.

MR MEYER | think Danielle' s addressing the
current solutions as opposed to we're going to an LMP with
probably a different approach. W're still probably
wrangling over what's the right conpetitive test to nmake.

The DFWw || al nost al ways be an issue. It's
going to be in New York Gty. |In fact it has probably nore
load, | would say, than New York Gty. [|'mnot sure how big
New York Gty is. But |I would assunme DFWis about 20, 000
megawatts. | think that's quite a bit larger than New York
Cty in megawatts.

So it's a big area. As you know, it's totally
constrained by regulation. New entry is alnost inpossible
within certain bounds. And transm ssion.

So there will be some mtigation in there. And
t hink what's being proposed is nore or less a bid cap in the
| ocal market pocket. And we haven't set one yet.

So I'"'mgoing to talk -- sonme have tal ked of a
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fi xed heat approach. Sone have tal ked. W' ve offered the
survey unit approach -- | should say, not w dely accepted
t here.
But given the load there, I can't quite
understand it. But anyway, there's got to be sonme way to
handle that. And I don't know.

The proxies | thought Danielle was talking about

is nore when they do an out of market call. It's a command
and control. [It's not using any sort of LMP cal cul ation.
O course, | guess we have to roll it intoit if we're

really going to get LM
M5. JAUSSAUD: W probably woul d not i npl enent

LMP until 2007. So we do have to find a solution in the

meant i e.

MR MEYER But we have the same issues everyone
el se has. And that big a | oad pocket -- it's quite
dramati c.

MR COLEMAN. 1'd like to thank the panelists for
spending their tine with us giving us their coments. Wth
that, we'll conclude our conference for today. Thanks.

(Whereupon, at 4:50 p.m, the conference was

recessed until 9:00 the next day.)



